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OVERVIEW 


Overview afi 


Maintaining Strong and Responsible 
Economic Leadership 


Growing evidence suggests that the U.S. and several other major economies are 
now in recession. Canada has weathered this downturn better than virtually any 
other industrialized country. Domestic demand in Canada has continued to grow 
at a reduced but solid pace and employment has continued to expand. However, 
Canada is not isolated from global developments, and the consensus among 
private sector economists is that Canada will experience a technical recession 

in the coming months. 


Moreover, the uncertainty and risks surrounding the economic outlook are 
greater than usual. Given the weakness in the U.S. economy and heightened 
global financial market turmoil, the balance of risks to the Canadian economic 
outlook is clearly to the downside. 


Canada is facing this period of uncertainty from a position of relative strength, 
reflecting the soundness of Canadian financial institutions and the strong 
financial positions of households, corporations and governments. 


Indeed, Canada’s strong fiscal situation has allowed the Government to 
provide significant, broad-based, permanent tax relief and make unprecedented 
investments in infrastructure. 


¢ In 2009-10, Canadians and Canadian businesses will pay $31 billion less 
in taxes—or almost 2 per cent of gross domestic product—as a result 
of tax reductions implemented by the Government since 2006. 


e Federal funding for provincial, territorial and municipal infrastructure 
in 2009 will be double its level in 2007. 


Unlike temporary tax measures taken elsewhere, tax reductions for 
Canadians are permanent and sustainable. 


These measures will be a major stabilizing factor for the Canadian economy 
through the global slowdown, and will help strengthen our economy for the 
long term. 


Recent global financial and economic developments emphasize the importance 
of maintaining and bolstering Canada’s solid fundamentals. To that end, this 
Economic and Fiscal Statement takes actions to protect our hard-won fiscal 
advantage and reinforce the stability of our financial system. 


SSE ER IS 


ufis Economic and Fiscal Statement 


Protecting Our Hard-Won Fiscal Advantage 


Strong fiscal management is the foundation of the Government’s economic 
strategy and the means to a higher standard of living for Canadians today 
and in the future. 


The Government has reduced the federal debt by $37 billion over the past 
three years, and debt instruments issued by the Government of Canada are 
now regarded as the safest investment in the world. This provides daily 
benefits to Canadians and businesses because the Government sets the 
benchmark for all other interest rates in our country. Reducing debt also 
means we can make needed investments and provide public services without 
passing the costs on to our children and grandchildren. 


The Government will continue to manage spending responsibly. To that 
end, this Statement: 


e Takes important, measured action to ensure the effectiveness and reduce 
the cost of government operations. 


e Introduces legislation that will ensure sustainable federal public sector 
wage rates for four years and modernizes the pay equity regime. 


e Puts Equalization on a sustainable growth path, while the Canada Health 
Transfer and the Canada Social Transfer will remain unchanged and 
continue to grow as before. 


With these actions, the Government continues to plan on balanced budgets 
over this and the next five years. However, given the volatility of the 
economic situation and the rapid decline in commodity prices, a deficit 
cannot be ruled out. 


Reinforcing Financial System Stability 


The recent turmoil on global financial markets has highlighted the crucial 
importance of Canada’s sound financial regulatory system. 


The Government has already taken major actions to strengthen and preserve 
the competitiveness of Canada’s world-leading financial sector. 


This Statement takes further measures to: 
* Support the financial system in extraordinary circumstances. 


* Provide temporary relief to seniors with Registered Retirement Income 
Funds and to federally regulated private pension plans, which have been 
affected by the recent deterioration in market conditions. 


Overview ted 
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e Enhance credit availability for Canadian businesses that are affected by 
the global credit crisis through the Government’s Crown agencies. 


These actions will enable the Government to meet its Group of Twenty 
(G20) responsibilities and commitments to ensure financial system stability. 


Forward Agenda 


While responding to current economic challenges, the Government is 
mindful of the need to boost long-term growth. Canada has benefited from 
a clear economic plan, Advantage Canada: Building a Strong Economy for 
Canadians, and a resolute commitment to its implementation. Much 
progress has been made since 2006, and this is reflected in the country’s 
resilience in the face of economic and financial market turbulence. 


The Government will consult with provinces and territories and Canadians 
to develop responses to short-term economic issues, while continuing to 
implement its long-term economic plan. The immediate priorities of the 
Government are to accelerate infrastructure projects, improve opportunities 
for workers and sectors affected by current economic conditions, strengthen 
our world-leading financial system in line with our G20 commitments, and 
improve the competitiveness of the Canadian economy. 


In the coming months, the Government will closely monitor the economic 
situation. It will continue to take necessary actions to support the economy, 
balancing the economic benefit of such actions with the impact on the fiscal 
situation. To the extent that actions to protect the economy or a further 
deterioration in global economic conditions lead to a deficit, the Government 
will ensure that the deficit is temporary. 
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RECENT ECONOMIC 
DEVELOPMENTS 
AND PROSPECTS 


Economic and Fiscal Statement 
nie Chapter 1 


Y Economic conditions have deteriorated and commodity prices 
have fallen sharply since the February 2008 budget. This has 
occurred because of heightened financial market dislocations 
and a sharp weakening in global demand, led by a significant 

slowdown in the United States. 


Y Private sector forecasters expect real gross domestic product (GDP) 
growth of 0.6 per cent in 2008 and 0.3 per cent in 2009, well 
below forecasts at the time of the February 2008 budget. Private 
sector forecasters are now expecting a technical recession, with 
negative growth in the fourth quarter of 2008 and the first 
quarter of 2009. 


Y The sharp decline.in commodity prices this year is expected to 
reduce the level of nominal GDP in 2009 and 2010 relative to 
Budget 2008. However, over the medium term, commodity 
prices are expected to recover, bringing nominal GDP back to 
Budget 2008 levels. Nominal GDP is the broadest indicator 
of the tax base in Canada. 


Y There is greater-than-usual uncertainty surrounding the economic 
outlook. Given the weakness in the U.S. economy and heightened 
global financial market turmoil, the balance of risks to the Canadian 
economic outlook is tilted to the downside. 


Y Canada is facing this period of global uncertainty from a position 
of relative strength, reflecting the soundness of Canadian financial 
institutions and solid financial positions of households, 
corporations and governments. 


Y Canada’s strong fiscal situation has allowed the Government 
to provide significant fiscal stimulus, including broad-based, 
permanent tax relief and significant investments in infrastructure 
for the benefit of all Canadians. 


Note: This chapter incorporates data available up to November 21, 2008, unless otherwise 
Indicated. Figures in this chapter are at annual rates unless otherwise noted. 
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In 2009-10, Canadians and Canadian businesses will pay 
$31 billion less in taxes, or almost 2.0 per cent of GDP, as a result 
of tax reductions implemented by the Government since 2006. 


Federal funding for provincial- territorial and municipal 
infrastructure projects in 2009-10 will be double its level 
in 2007-08. 


The federal government will work with provinces and territories 
to expedite infrastructure projects and accelerate the uptake of 
federal infrastructure funding. 


Taken together, these permanent tax reductions and 
infrastructure investments represent a substantial fiscal stimulus. 


Given the downside risks outlined above and consistent with 

our Group of Twenty (G20) commitments, the Government will 
be consulting with Canadians, provinces and territories on further 
actions to strengthen the economy. 
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Economic and Fiscal Statement 


Introduction 


In the October 2007 Economic Statement, the Government of Canada put in 
place almost $60 billion in tax reductions over six years to alleviate the 
downside risks posed by a weakening U.S. economy and turmoil in financial 
markets. Over the past year, many of these risks have materialized. 
Nevertheless, Canada has fared much better than most other industrialized 
economies. This relatively strong performance reflects the soundness of 
Canadian financial institutions, the solid financial positions of households, 
corporations and governments, and the impact of the broad-based, permanent 
tax reductions put in place since 2006. 


This chapter reviews recent economic developments, describes the average 
private sector economic forecast that forms the basis for the fiscal projections, 
and discusses the risks and uncertainties associated with this economic outlook. 
The private sector forecast presented in this chapter was last updated on 
November 14. However, with the global economic situation remaining fluid, 
the economic outlook is subject to greater-than-usual uncertainty. 


Global Economic Developments and Outlook 


The Canadian economy currently faces three major challenges, all of which 
stem from the external environment. First, ongoing global financial market 
dislocations have resulted in a significant loss of wealth and much tighter 
credit conditions. Second, the economic slowdown in the U.S. and other 
key economies is dampening demand for Canadian exports. And third, 
prices for many commodities have dropped sharply, which will detract from 
Canadian profit and income growth. 


Global Financial Market Developments 


The global financial turmoil, which began in the summer of 2007 following 
the collapse of the U.S. sub-prime mortgage market, intensified in September 
and October 2008. The trigger for this renewed turmoil was the failure and 
near-failure of major financial institutions in the U.S. and Europe, combined 
with sharply weaker global economic conditions. As a result, liquidity in 
financial markets dropped sharply, raising banks’ financing costs and 
ultimately increasing the cost and reducing the availability of borrowing for 
firms and households (Chart 1.1). Together with rising risk aversion, these 
factors caused stock markets around the world to tumble, with equity prices 
of financial corporations falling the most (Chart 1.2). 
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Chart 1.1 
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Source: Bloomberg. 
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Chapter 1 


[es a a 


In Canada, a less-leveraged and better-capitalized banking sector has meant 
that the increase in borrowing costs and the decline in equity prices of 
financial institutions have been less pronounced than in other countries. As 
well, credit growth for Canadian households and businesses has slowed but 
remains solid, suggesting both stronger demand for and supply of credit in 
Canada than in other countries. . 


In reaction to the financial turmoil, governments around the world have 
announced unprecedented initiatives to stabilize financial markets and 
restore credit channels. Government actions have taken various forms 
adapted to the particular circumstances of each country, including the 
injection of liquidity into many markets, the purchase of assets, increased 
insurance for bank deposits, guarantees on banks’ borrowings, and injections 
of capital into the banking sector. In line with the Group of Seven (G7) 

Plan of Action and the Group of Twenty (G20) Summit Declaration, these 
measures have reduced instability in global financial markets and significantly 
lowered the risk of a disorderly adjustment. 


In Canada, the Government has arranged to purchase up to C$75 billion 

in insured mortgage pools from Canadian financial institutions through 
Canada Mortgage and Housing Corporation and has provided a guarantee 
for banks’ borrowings through the Canadian Lenders Assurance Facility. 
These measures will benefit the Canadian economy by supporting long-term 
credit availability to Canadians and ensuring that Canadian financial 
institutions are not put at a competitive disadvantage internationally. 
Importantly, these actions have been taken on commercial terms and have 
not put Canadian taxpayers’ money at risk. 
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Recent Global Economic Developments and Outlook 


The second major development affecting the Canadian economy is weakening 
global demand, led by a significant slowdown in the United States. A number 
of broad economic indicators suggest that the U.S. economy is in recession. 
Payroll employment has fallen by almost 1.2 million since the beginning 

of the year, while the unemployment rate has jumped by more than 2 percentage 
points since mid-2007. U.S. domestic demand remains hamstrung by the 
effects of the housing market contraction and financial sector turmoil, while 
consumer confidence has dropped to record lows. 


The economic slowdown in the U.S. started with the bursting of 

the U.S. housing bubble in 2006. Through mid-2007, the main drag on 
U.S. growth was falling residential investment as rising inventories of unsold 
homes and falling prices pushed down housing starts (Chart 1.3). Existing 
home prices are currently down 15 per cent from their level one year ago, 

an unprecedented rate of decline. Housing starts have plunged 65 per cent 
from their peak, while the supply of new and existing homes for sale stands 
at about 10 months, near a record high. 


Gharivizs 
U.S. Housing Starts 
and Inventories 
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Through most of 2007, the drag from residential investment was offset by 
robust growth in U.S. consumption and exports (Chart 1.4). However, the pace 
of consumer spending slowed sharply at the end of 2007. This slowing in U.S. 
consumer spending was temporarily masked by the positive boost provided 
by the fiscal stimulus plan introduced in early 2008. This plan, the Economic 
Stimulus Act, provided temporary tax relief equivalent to about 1 per cent of 
the U.S. economy, largely through income tax rebates to households. The 
economic boost from the U.S. stimulus package was particularly evident in 
the second quarter of 2008. Since June, however, the temporary effect of 
the tax rebate has receded and consumer spending has contracted sharply. 
Combined with another double-digit decline in residential construction and 
weaker business investment spending, this led to a 0.3 per cent contraction 
of overall GDP in the third quarter of 2008. 


In response to rising financial market distress and the weakening economy, 

the Federal Reserve has lowered the target for the fed funds rate by 425 basis 
points since September 2007. The Federal Reserve and central banks around 
the world, including the Bank of Canada, have also continued to take 


extraordinary measures to inject liquidity to support the functioning of 
financial markets. 


Chart 1.4 
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Source: U.S. Bureau of Economic Analysis. Sources: U.S. Bureau of Economic Analysis; 


U.S. Federal Reserve Board. 
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Recent Economic Developments and Prospects wis 


Looking ahead, private sector forecasters expect U.S. real GDP to grow 
by 1.4 per cent in 2008 and to decline by 0.4 per cent in 2009, before 
strengthening to 2.1 per cent in 2010. Relative to forecasts prepared at 
the time of Budget 2008, U.S. economic growth has been revised down 
by 2.8 percentage points in 2009 and 0.9 percentage points in 2010. 


The current recession in the U.S. is expected to be similar to the 1990 
recession and considerably more severe than the 2001 recession that 
followed the bursting of the high tech bubble (Chart 1.5). 


Given the rapidly evolving global financial and economic situation, 

the International Monetary Fund (IMB), in its November 2008 

World Economic Outlook Update, has also revised down its forecast for the 
United States (Chart 1.6). The IMF is now forecasting the U.S. economy 
to contract by 0.7 per cent in 2009. 


uae 
Chart 1.5 
U.S. Real GDP Growth Outlook in Historical Perspective 
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The IMF now expects world real GDP growth to slow sharply from 5.0 per cent 
in 2007 to 3.7 per cent in 2008 and 2.2 per cent in 2009.! The projected 
growth for 2009 would be the weakest since 1993. In advanced economies, 
output is projected to contract in 2009, the first year-over-year fall in output 
in the postwar period. The IMF now projects a contraction of output in all 
G7 economies except Canada in 2009. 


The sharp slowdown in global economic activity and the associated drop 

in energy and other commodity prices have reduced global inflationary 
pressures. The IMF projects overall consumer price inflation in advanced 
economies to ease to below 1.5 per cent by the end of 2009 from an average 
of 3.6 per cent in 2008. 


Chart 1.6 
World Real GDP Growth Outlook 


per cent 
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Note: World GDP data is calculated on a purchasing power parity basis. 


Sources: IMF, World Economic Outlook Update (November 2008); U.S. Bureau of Economic Analysis; 
Japan Economic and Social Research Institute; Eurostat; National Bureau of Statistics of China. 


' The IMF reports world real GDP growth on both a purchasing power parity and a 


market exchange rate basis. On a market exchange rate basis, the IMF expects world 
real GDP growth to ease from 3.7 per cent in 2007 to 2.6 per cent in 2008 and 
1.1 per cent in 2009. 
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The Euro area has entered a technical recession. Economic activity contracted 
modestly in the second and third quarters of 2008, led by declines in 
Germany and Italy. Looking ahead, tighter credit conditions, falling 
confidence and slower export growth are expected to continue to weigh 

on growth in the Euro area. After rising by 2.6 per cent in 2007, the IMF 
projects Euro area economic activity to grow by 1.2 per cent in 2008, but 
then to contract by 0.5 per cent in 2009. 


Japan has also entered a technical recession. For the second consecutive quarter, 
real GDP contracted in the third quarter, reflecting declines in fixed investment 
and net exports as well as weak household spending. Recent indicators point to 
growing weakness ahead, reflecting weaker external and domestic demand. 
Economic growth in Japan is expected to slow from 2.1 per cent in 2007 to 
0.5 per cent in 2008 and then turn negative in 2009 at -0.2 per cent. 


In China, real GDP growth slowed to 9 per cent year over year in the third 
quarter of 2008, its slowest pace since 2003. Growth in other emerging 
economies has also eased, although most are still experiencing solid growth. 
The moderation of economic activity in China and other emerging 
economies largely reflects slower export growth. The IMF projects growth 
in emerging and developing economies to slow from 8 per cent in 2007 to 
6.6 per cent in 2008 and 5.1 per cent in 2009, which includes growth in 
China of 11.9 per cent in 2007, 9.7 per cent in 2008 and 8.5 per cent in 
2009. This forecast does not incorporate the impacts of China’s recently 
announced two-year fiscal stimulus package. 
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Commodity Prices 


The third global development affecting the Canadian economy is the recent 
fall in commodity prices. In the first half of 2008, commodity prices 
increased sharply, reaching record highs (Chart 1.7). 


However, since July, commodity prices have fallen sharply, reflecting much 
weaker growth in demand in advanced economies. The decline has been 
broad-based, affecting virtually all commodities produced in Canada, 
particularly energy. The price of crude oil (West Texas Intermediate) has 
dropped by more than 60 per cent from its record closing high of 
US$145.66 per barrel reached on July 11. Crude oil closed as low as US$49 
per barrel on November 20, its lowest level since mid-2005. The slump in oil 
prices has continued despite the late-October announcement by the 
Organization of the Petroleum Exporting Countries (OPEC) to cut 
production. Natural gas prices have also declined significantly, despite 
production disruptions in the Gulf of Mexico following hurricanes Gustav 
and Ike. Although the Budget 2008 assumptions for energy prices were 


prudent, energy prices are now about 40 per cent below levels assumed 
at that time. 


Chart 1.7 
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Price Index. 
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Non-energy commodity prices have weakened by more than 20 per cent 
since July, reflecting broad-based declines for most commodities. The 
decline in non-energy commodity prices is significant given that these 
commodities account for about half of Canadian commodity production. 


In the past six years, rising commodity prices have raised living standards in 
Canada. The run-up in commodity prices since early 2002, in tandem with 
the appreciation of the Canadian dollar, has translated into a sharp increase 
in Canada’s export prices relative to import prices—the terms of trade. This 
gain, along with rising output, has boosted real gross domestic income by over 
i7 per cent since 2001] (Chart 1.8). 


The recent sharp decline in commodity prices over the past several months 
means that Canada’s terms of trade are now falling, which will reduce the 
value of goods produced and exported by Canada in the short term. 
However, the increase in real gross domestic income since 2001 remains 
substantial, particularly in relation to gains in the United States. 


Chart 1.8 
Cumulative Growth in Real Gross Domestic Income 
per Capita Since 2001' 


per cent 
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‘Real gross domestic income is nominal GDP deflated by the final domestic demand implicit price index. 
Sources: Statistics Canada; Department of Finance calculations based on the survey of private 
sector forecasters. 
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The collapse in commodity prices will also translate into a deterioration in 
the country’s current account balance—the sum of Canada’s balance of 
international trade and net income and transfers from abroad—which has 
been in surplus since mid-1999. A deterioration of Canada’s current account 
balance will also lead to a modest rise in our net foreign indebtedness as a 
share of GDP over the near term. Nevertheless, Canada’s foreign 
indebtedness has declined substantially over the past 15 years and is still 
expected to remain near record lows even in the event of a temporary 


current account deficit (Chart 1.9). 


Ghart 
Current Account Balance 


per cent of GDP 
6 —- 
— Canada 
4 Wise 


2006 


1998 2002 


1990 1994 


Sources: Statistics Canada; U.S. Bureau 
of Economic Analysis. 


Net Foreign Debt 
per cent of GDP 
—— 

45 — 


0 I 
1990 1992 1994 1996 1998 2000 2002 2004 2006 


Sources: Statistics Canada; U.S. Bureau 
of Economic Analysis. 


24 


ES OTE FER TENT 


Recent Economic Developments and Prospects age 


Canadian Economic Developments 


The U.S. economic slowdown, ongoing global financial market turbulence 
and lower commodity prices have dampened output and income growth in 
Canada. In addition, the risks to the outlook are tilted to the downside. 
However, the Canadian economy has a number of core strengths that will 
help the country manage during the global economic slowdown. 


Slower Growth 


Over the past four quarters, output growth in Canada has averaged just 
0.7 per cent, primarily because exports have declined in response to the 
U.S. slowdown and a high Canadian dollar. In contrast, final domestic 
demand has continued to grow, supported by the solid financial positions 
of both households and businesses (Chart 1.10). 


Chart 1.10 
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More recently, the turmoil in global financial markets has begun to weigh on 
domestic demand in Canada. In particular, growth in personal consumption 
has slowed and consumer confidence has fallen to its lowest level in nearly 

13 years (Chart 1-11). Nevertheless, the decline in consumer confidence in 
Canada has been much less pronounced than in the U.S. 


Canadian housing investment fell in the first half of 2008, following a period 
of rapid growth from 2002 to 2007. Despite the recent downturn, housing 
activity has been solid, with housing starts so far in 2008 well above the 
average over the previous 30 years of 179,000 units. This high level of 
activity has been supported by strong real income gains over the past 

six years, strong household financial positions and historically low interest 
rates (see the box entitled “Canadian Housing Market Developments”). 
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Following five consecutive years of strong growth, business investment 
growth slowed in the first two quarters of 2008 due to tighter credit 
conditions and a weaker economic outlook (Chart 1.12). The slowdown 

was particularly evident in machinery and equipment (M&E) investment, 
which was supported in 2007 by lower prices of imported M&E due to the 
past appreciation of the Canadian dollar. The temporary accelerated capital 
cost allowance treatment for M&E used in the manufacturing and processing 
sector, introduced in Budget 2007 and extended in Budget 2008, will continue 
to provide an incentive for businesses to increase capital investment. This 
will assist the manufacturing and processing sector in restructuring to meet 
current economic challenges and to increase its long-term prospects, by 
encouraging the retooling needed to boost productivity and move to higher 
value-added production. 
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The appreciation of the Canadian dollar up to last fall and the U.S. slowdown 
have affected export-intensive sectors, particularly the manufacturing and 
forestry-related sectors (Chart 1.13). Approximately 75 per cent of Canadian 
manufacturing production is located in central Canada, and more than 

80 per cent of central Canada’s manufacturing exports are shipped to the 
United States. Since the beginning of 2006, real output in the manufacturing 
sector has declined by close to 7 per cent, due largely to a decline of nearly 

24 per cent in the motor vehicle and parts manufacturing industry. The auto 
industry has been particularly affected by a sharp decline in U.S. demand 

for automobiles—as about 90 per cent of vehicles produced in Canada are 
exported to the U.S.—and the ongoing restructuring of the North American 
auto industry. The forestry-related sectors have also been adversely affected by 
global restructuring and very weak U.S. housing demand. Real output in the 
pulp and paper industry has declined by 16 per cent since the beginning of 
2006 while the forestry sector and wood product manufacturing industry have 
registered a decline of about 30 per cent. 


Recognizing the challenges faced by these sectors, the Government has acted to 
support these industries and their workers. In January 2008, it announced the 
establishment of the Community Development Trust, which will provide up 
to $1 billion for provincial and territorial initiatives over its three-year lifespan 
to assist workers and communities that are experiencing hardship due to 
international economic volatility, through activities such as job training, 
community transition plans and infrastructure investments. In Budget 2008, 
the Government introduced the Automotive Innovation Fund, which 1s 
providing $250 million over five years to support strategic, large-scale research 
and development projects in the automotive sector to develop innovative, 
greener and more fuel-efficient vehicles. 
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The Government is taking further action in this Economic and Fiscal Statement 
by ensuring that Export Development Canada and the Business Development 
Bank of Canada are increasing credit to export-oriented manufacturing 
enterprises, including automotive producers, and to small and medium-sized 
enterprises to mitigate the effect of the global credit crisis on their operations 
(see Chapter 2). Furthermore, the recent depreciation of the Canadian dollar 
and the sharp decline in commodity prices will help manufacturing enterprises 
going forward. 


Chart 1.13 
Real GDP Growth by Sector 
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Canadian Housing Market Developments 


Canadian housing market activity has recently begun to slow, following a 
prolonged. period of rapid growth. From 2002 to 2007, housing starts in 
Canada were well in excess of the 30-year historical average of 

179,000 units (Chart 1.14). This boom was the result of an unwinding of 
pent-up demand triggered by strong income growth and low interest rates. 
Housing prices in Canada only began to increase in 1999 following a 
10-year period of weakness. As a result, the average annual increase in 
home prices has been fairly modest (3.4 per cent) over the last 20 years. 
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Unlike in the U.S., the rebound in the Canadian housing market was 
not fuelled by the sub-prime market and significant off-balance-sheet 
funding. At its peak in 2006, the sub-prime market accounted for 

22 per cent of all new mortgage originations in the U.S. compared 

to less than 5 per cent in Canada. 


Indeed, none of the conditions that led to the U.S. housing and financial 
market collapse are present in Canada. In addition: 


e Household net wealth in the second quarter was 6.3 times higher than 
disposable income in Canada—near a record high and significantly above 
the U.S. factor of 5.2. Recent stock market declines will reduce net worth 


as a share of income, but it will remain high both historically and relative 
to the United States. 
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Canadian Housing Market Developments (cont‘d) 


e Mortgage interest payments as a share of disposable income remain 
close to historical lows in Canada, while they have risen to record highs 
in the United States. 


e Canadian households have very high equity positions in their homes. 
Mortgage debt has declined to about 30 per cent of the value of housing 
in Canada, while in the U.S. it has risen to a record 55 per cent of the 
total value of housing. 


These divergent trends have resulted in the share of mortgages in arrears 
remaining near historic lows in Canada but rising to record highs in 

the United States (Chart 1.15). Reflecting these fundamental differences, 
the U.S. housing market is in the midst of a severe housing correction. 

In contrast, the Canadian housing market has entered a cyclical slowing 
in prices and activity. In this context, we should continue to see moderate 
increases in inventories of unsold houses and downward adjustments in 
prices. However, the sharp increase in foreclosure rates witnessed in the 
U.S. should not occur in Canada. Regionally, the housing boom was led by 
the western provinces, reflecting particularly strong gains in net migration, 
employment and income growth in these provinces. Consequently, the 
current slowdown has been most marked in these provinces as well. 


Chart 1.15 
Share of Mortgages in 90-Day Arrears 
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anada’s Economic Strengths 


Despite the sharp slowdown in growth described above, economic 


CO 


nditions in Canada are favourable compared to those in most other 


countries. This is true of a broad range of indicators including consumption, 
investment and employment (Chart 1.16). These developments reflect a 
number of core strengths: 
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The financial positions of households and businesses remain solid, both 
historically and compared to the United States (Chart 1.17). Recent stock 
market declines will reduce net worth as a share of income, but it will 
remain high both historically and relative to the United States. 


The Canadian housing sector is sound (see the box entitled “Canadian 
Housing Market Developments”). 


Canada’s banks and other financial institutions are sound and well capitalized, 
and have lower leverage ratios than their international peers (Chart 1.18). 


Core Consumer Price Index (CPI) inflation has remained low, stable and 
predictable and is well within the Bank of Canada’s inflation target band. 
As well, total inflation is lower in Canada than in other countries, as the 
reduction in the goods and services tax rate and the past appreciation of 
the Canadian dollar (which lowered prices for imported goods) have offset 
to a large extent the impact of higher energy and food prices for Canadian 
families this year (Chart 1.19). Going forward, the sharp drop in energy 
prices since the summer will provide further relief to Canadian consumers. 


Canada has maintained the best fiscal position of all G7 countries. 
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Chart 1.16 
Growth in Employment 
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Chart 1.17 
Household Net Worth Corporate Profits 
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Chart 1.18 
Bank Leverage Ratios 
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Total CPI Inflation 
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Fiscal Stimulus 


Canada’s strong fiscal situation has allowed the Government to provide 
significant, broad-based, permanent tax relief and make targeted, growth- 
enhancing investments in infrastructure for the benefit of all Canadians. 


These measures will provide a substantial fiscal stimulus to the Canadian 
economy through the global slowdown, and will help strengthen our 
economy for the long term. 


The tax reduction measures implemented by the Government since 2006 
mean that in 2009-10, Canadians and Canadian businesses will pay 
$31 billion less in taxes—the. equivalent of nearly 2 per cent of GDP. 


Building on the significant measures implemented last year at the onset 
of the global slowdown, some of these tax reductions are coming into 
force in 2009: 


e The amount that every individual can earn without paying federal income 
tax will rise from $9,600 in 2008 to $10,100 in 2009. 


e Effective January 1, 2009, Canadians will be able to benefit from the new 
Tax-Free Savings Account, a flexible, registered general-purpose account 
that will allow Canadians to earn tax-free investment income and 
encourage savings and investment. 


¢ Corporations will also benefit from a reduction in the general corporate 
income tax rate, which will fall from 19.5 per cent to 19 per cent on 
January 1, 2009 and is legislated to fall to 15 per cent by 2012. 
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Canadians will continue to benefit in the coming years from federal tax relief 
that is permanent and sustainable—unlike the temporary approach to tax 
relief taken in other countries such as the United States (Chart 1.20). 


Provinces have also taken steps to reduce taxes. Several provinces have 
responded favourably to the temporary financial incentive introduced in 
Budget 2007 to eliminate their capital taxes. By 2012, all provincial general 
capital taxes will have been eliminated. Some provinces are also reducing 
personal and corporate income tax rates. Total tax relief announced by 
provincial governments since 2006 amounts to $8.6 billion or 0.5 per cent 
of GDP for 2009-10. 


Chart 1.20 
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Reflecting measures taken to restore fiscal balance, the federal government is 
also making historic increases in the funding available for infrastructure 
projects. In Budget 2007, the Government announced a seven-year 
$33-billion plan to boost Canada’s public infrastructure projects such as 
roads and highways, public transit, bridges, sewers and water systems. The 
amount of federal funding available for provincial-territorial and municipal 
infrastructure projects rose by 40 per cent in 2008-09 and will rise a further 
40 per cent in 2009-10, hitting a record of $6 billion in that year, or double 
the amount spent in 2007-08 (Chart 1.21). At the recent First Ministers 
Meeting, federal, provincial and territorial governments agreed to work 
together to expedite infrastructure projects and accelerate the uptake of 
federal infrastructure funding. 


Taken together, these tax reductions and infrastructure investments 
represent a substantial fiscal stimulus. These measures represent timely and 
appropriate actions that respond to Canada’s current economic challenges 
and that will help strengthen Canada’s economy for the long term. 


Chart 1.21 

Federal Funding Provided to Provinces, Territories 
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Private Sector Canadian Outlook 


The Department of Finance surveys private sector economic forecasters on 
a quarterly basis for their outlook of the Canadian economy. The economic 
forecasts presented here incorporate economic data through the first half 
of November 2008. The average of private sector forecasts form the basis 
for economic assumptions that underlie the fiscal projections reported 

in Chapter 3. 


Private sector forecasters anticipate real GDP growth of 0.6 per cent in 
2008, down from 1.7 per cent expected at the time of the February 2008 
budget (Chart 1.22 and Table 1.1). Looking ahead, forecasters expect 
growth to continue to remain weak at 0.3 per cent in 2009, down from 
2.4 per cent predicted at the time of the budget, reflecting expectations 
of slower U.S. growth and the anticipated negative effects of the global 
financial turmoil. This would mark the weakest two-year average real 
GDP growth in Canada since the early 1990s. 
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Private sector forecasters expect nominal GDP to grow by 4.4 per cent in 
2008, up from 3.5 per cent anticipated at the time of the budget. However, 
forecasters expect nominal GDP growth to slow to 0.8 per cent in 2009, 
significantly lower than expected in the budget, reflecting weak real GDP 
growth and significantly reduced GDP inflation as a result of falling 
commodity prices. The level of nominal GDP in 2008 is expected to be 
$13 billion higher than anticipated at the time of the budget. However, it 
is expected to be $43 billion lower in 2009 and $50 billion lower in 2010 
than anticipated at the time of the budget. 


On a quarterly basis, private sector forecasters expect the U.S. economy to 
remain in recession until mid-2009, with a significant downturn in the last 
quarter of 2008. Recent economic indicators suggest that Canadian real 
GDP grew by about three quarters of a per cent in the third quarter, 
assuming a modest inventory accumulation. This is broadly similar to the 
average private sector forecast for the third quarter. The Canadian economy 
is expected to experience a technical recession in late 2008 and early 2009. 
Real GDP is expected to contract by 1.0 per cent in the fourth quarter of 
2008 and by 0.4 per cent in the first quarter of 2009 in Canada, compared 
to larger declines of 2.5 per cent and 1.4 per cent in the United States 
(Chariml 23:2 | 
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Private sector forecasters expect Canadian labour markets to stay relatively 
healthy despite the weaker economic outlook. The unemployment rate is 
expected to average 6.1 per cent in 2008, 6.9 per cent in 2009 and 6.7 per cent 
in 2010. In comparison to past cycles, the rise in the unemployment rate in the 
current period is expected to be modest (Chart 1.24). These forecasts indicate 
that the Employment Insurance break-even premium rate for 2009 would have 
risen. Nevertheless, the Government of Canada will hold the rate for 2009 
unchanged at $1.73, its lowest level in 15 years. Starting next fall, the 
Employment Insurance rate will be set based on the recommendations of 

the new Canada Employment Insurance Financing Board. 


Private sector forecasters expect Canadian short-term interest rates to average 
2.4 per cent in 2008, lower than the 3.2 per cent expected in the budget 
forecast. Looking forward, forecasters project that short-term rates will average 
1.9 per cent in 2009 and 2.7 per cent in 2010, which are both significantly 
lower than expected at the time of the budget. 


Long-term interest rates in 2008 are expected to be just above the budget 
forecast at 3.7 per cent. At the time of the budget, private sector forecasters 
expected long-term rates to rise significantly in 2009 and 2010. Projections 
are now more modest with long-term rates expected to be 3.7 per cent in 
2009 and 4.2 per cent in 2010. 


Chart 1.24 
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Private sector forecasters expect total CPI inflation to reach 2.6 per cent in 2008, 
almost double the rate expected at the time of the budget. However, forecasters 
see inflation returning to 1.7 per cent in 2009 and 1.9 per cent in 2010, 
modestly below the budget projections. The Canada-U.S. exchange rate 
is expected to reach 89 U.S. cents by 2010, supported by a modest recovery 
in commodity prices, with oil prices rising to US$79 per barrel by 2010. 


Overall, private sector forecasters have not significantly altered their 
medium-term economic outlook since Budget 2008. The main exception is 
GDP inflation, which is expected to average 2.2 per cent over the medium 
term, compared to 1.6 per cent projected at the time of the budget. This 
largely reflects higher-than-anticipated terms-of-trade gains due to somewhat 
higher commodity prices than expected at the time of the budget. As a result, 
private sector forecasters expect nominal GDP to grow by an average annual 
rate of 5.1 per cent from 2011 to 2013, compared to 4.2 per cent in 

Budget 2008. 
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Table 1.1 
Average Private Sector Forecasts 


Average 
2008 2009 2010 2011-13 


Real GDP growth 


(per cent, unless otherwise indicated) 


February 2008 budget ave 2.4 29 2.6 
November 2008 Economic and Fiscal Statement 0.6 Ors 2.6 2.9 
GDP inflation 

February 2008 budget 1.8 1.9 1.8 AlAs: 
November 2008 Economic and Fiscal Statement 3.8 O%S Ws DP 
Nominal GDP growth 

February 2008 budget See) Aco 47 4.2 
November 2008 Economic and Fiscal Statement 4.4 0.8 4.4 yal 
Nominal GDP level (billions of dollars) 

February 2008 budget! 1,590 1,659 1,738 1,890 
November 2008 Economic and Fiscal Statement 1,603 os solsy4 1,870 
3-month treasury bill rate 

February 2008 budget 3.2 Site, alls 4.5 
November 2008 Economic and Fiscal Statement Deal 1.9 Pal A ee 
10-year government bond rate 

February 2008 budget 3.6 4.2 4.8 5.0) 
November 2008 Economic and Fiscal Statement Cit Bl AD 5.0 
Consumer Price Index (CPI) inflation 

February 2008 budget Pes) 1.9 PAG 2) 
November 2008 Economic and Fiscal Statement 2.6 Altets 1.9 Zul 
Oil price level (US dollars per barrel) 

February 2008 budget o2,1 79.8 82.3 77.5 
November 2008 Economic and Fiscal Statement 102.5 UXO) 79.0 91.1 
Exchange rate (US cents/C$) 

February 2008 budget 98.0 95.5 95.5 96.2 
November 2008 Economic and Fiscal Statement 94.9 85.6 88.7 95.8 
Unemployment rate 

February 2008 budget 6c 6.4 6.2 6.0 
November 2008 Economic and Fiscal Statement 6.4 6.9 oi 6.2 
U.S. real GDP growth 

February 2008 budget 1.5 oA a) a7 
November 2008 Economic and Fiscal Statement 1.4 -0.4 2 S10) 


' Nominal GDP levels have been adjusted to reflect 2008 revisions to Canada’s National Income 


and Expenditure Accounts. 


Source: Department of Finance survey of private sector forecasters. 
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Risks and Uncertainties 


Given the ongoing weakness of the U.S. economy and heightened global 
financial market turmoil, risks to the Canadian outlook are mainly tilted to the 
downside. The main risks stem from continued volatility in global financial 
markets, which has resulted in tighter global credit conditions and 
exacerbated the economic downturn in the U.S. and the rest of the world. 
Indeed, global financial markets continue to experience extreme volatility, 
and there is uncertainty as to when and at what level they will stabilize. 
There is the risk that global credit conditions could tighten further, which 
could spill over into Canada through higher costs of financing and tighter 
lending standards. 


Given these developments, there is also the risk that a prolonged period of tight 
credit conditions and market volatility could lead to significantly weaker 
domestic demand in the United States and globally. A weaker U.S. and global 
outlook would reduce demand for Canadian manufactured products and 
Canadian commodities. Volatile financial markets and a prolonged downturn. 
in U.S. and global economic growth would further reduce demand for 
commodities from Canada and around the world, and maintain downward 
pressure on commodity prices. 


The range of private sector forecasts highlights the higher-than-usual risks 
and uncertainty surrounding the economic outlook. While private sector 
forecasters expect real GDP to grow by 0.3 per cent on average in 2009, 
there is a large range around this forecast, with the lowest forecast calling for 
negative growth of 0.7 per cent, and the highest calling for 1.0 per cent growth 
in 2009. The current IMF economic forecast for Canada is identical to the 
private sector average at 0.3 per cent while the OECD forecast is at the low end 
of this range at -0.5 per cent. 


With respect to nominal GDP growth in 2009, the range is even higher. 
Given the uncertainty in the global economy at the moment, private sector 
forecasters have a wide range of nominal GDP growth forecasts for 2009 
from as low as -2.5 per cent to as high as 2.5 per cent. 
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Chart 1.25 shows the difference between the average of the two highest 
and two lowest one-year-ahead forecasts for real and nominal GDP growth 
in the Economic and Fiscal Updates and Statements since 2005. This chart 
suggests that the risks and uncertainty currently surrounding the economic 
outlook are larger than they have been for some time. The implications of 
this uncertainty for the fiscal outlook are discussed in Chapter 2. 


| Chart 1.25 
Range of One-Year-Ahead Economic Forecasts in Economic 
and Fiscal Updates and Statements Since 2005 
percentage points 
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Note: Chart shows difference between the average of the two highest and the average of the two lowest 
one-year-ahead forecasts for real and nominal GDP growth. 


Sources: Department of Finance survey of private sector forecasters; Department of Finance calculations. 
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Y Canada’s strong fiscal position and sound financial markets are 
critical to maintaining economic stability in the short term and 
are the foundation of Canada’s long-term prosperity. 


¥Y The slowing economic growth expected in Canada over the 
coming quarters will substantially reduce government revenues. 
Without action, the Government would be facing deficits over 
the next three fiscal years. 


Y This Economic and Fiscal Statement announces a number of steps 
to protect Canada’s fiscal position and the ongoing stability of the 
financial system in Canada. 


— Important, measured action is being taken to ensure the 
effectiveness and reduce the cost of government operations. 


— The Government is introducing legislation that will ensure 
sustainable federal public sector wage rates for four years. 


— Equalization is being put on a sustainable growth path. 
The Canada Health Transfer and the Canada Social Transfer 
will remain unchanged and continue to grow as before. 


— Actions are being proposed that will enable the Government 
to meet its Group of Twenty (G20) responsibilities to ensure 
financial sector stability. 


— Measures are being proposed to provide temporary relief to 
seniors with Registered Retirement Income Funds and to 
private pension plans affected by the global financial turmoil. 


¥ The Government is also proposing to modernize the pay 
equity regime. 


Y With these actions, and based on the average private sector 
forecast of November 14, 2008, the Government will continue 
to plan for balanced budgets. 


Y The economic situation remains volatile, with risks tilted to 
the downside. Surpluses are therefore not assured. 


46 


Responsible Leadership: 
Actions to Strengthen Canada’s Economic and Financial Fundamentals he 


PRS CATAL RL LET Ee SG SO 


Y In preparing for Budget 2009, the Government will consult 
with Canadians and provinces and territories to develop responses 
to short-term economic issues, while continuing to implement 
its long-term economic plan. In doing this, the Government will 
balance the economic benefit of such actions with the impact on 
the fiscal situation. 


¥Y To the extent that budget actions to protect the economy ora 
further deterioration in economic circumstances lead to a deficit, 
the Government will ensure that the deficit 1s temporary. 
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Introduction 


This chapter describes the Government’s approach to budget planning and 
actions it is taking to protect Canada’s fiscal advantage. It also proposes 
actions to reinforce financial system stability in light of the current turmoil 
in global financial markets. 


In addition to responding to current economic challenges, the Government 
is mindful of the need to put in place policies to boost long-term economic 
growth. To this end, this chapter also sets out areas for action in 

Budget 2009 on which the Government intends to consult with Canadians. 


Protecting Canada’s Fiscal Advantage 


Strong fiscal management is the foundation of the Government’s economic 
strategy. It is not an end in itself but a means to a stronger economy and 
a higher standard of living. 


Approach to Budget Planning 


The Government’s approach to budget planning is built upon the principles 
of accountability, transparency and strong expenditure management. 


e To ensure objectivity and transparency in forecasting, the budgetary 
fiscal projections are derived from the average of private sector 
economic forecasts. 


¢ To allow for a comparison between different views on the fiscal outlook, 
each fall the fiscal projections of four independent private sector 
organizations are presented separately. The four organizations use their 
own economic assumptions to prepare their fiscal forecasts for the current 
-and next five years. 


e The Government provides an update of its current and expected future 
financial position twice a year, once in the fall and once in the budget. 
In addition, it provides updates twice a year on the expected outcome for 
the year underway in The Fiscal Monitor. 


¢ The Government is committed to achieving the highest standards of 
public sector financial reporting. 


— The Government will soon table the Public Accounts of Canada 2008, 
confirming the surplus of $9.6 billion for 2007-08. Last year marked 
the 10th consecutive year the Government has received an unqualified 
audit opinion on its financial statements. Few countries have 
achieved this. 
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— Few other countries report consolidated financial results on a full 
accrual basis of accounting. Under accrual accounting, revenue is 
recorded when it is earned or realized, and expenses are recorded as 
they are incurred, regardless of when the associated cash is received 
or paid. For example, the costs of employee pensions and veterans’ 
benefits are recorded as they are earned, even if payments will flow 
in future years. These estimates are prepared and audited on an 
actuarially fair basis. 


e By carefully managing spending, the Government will continue to reduce 
debt and keep the burden of taxation to a minimum. 


— The Government has introduced a new approach to managing 
spending. A core element of this approach is to review all spending 
over a four-year period to assess whether programs are achieving their 
intended results, are effectively managed, and are properly aligned with 
federal responsibilities and the priorities of Canadians. The results of 
the first round of reviews were reported in the February 2008 budget. 
The second round of reviews is now underway. As discussed below, this 
round of reviews is being expanded to include corporate assets. Results 
and progress on these reviews will be reported in Budget 2009. 


Overview of the Fiscal Situation 


The slowing in economic growth expected in Canada over the coming 
quarters will have a significant impact on the Government’s fiscal position. 


The fiscal position of the Government is reviewed in detail in Chapter 3. 
This section provides an overview of the changes in the Government’s 
fiscal position since Budget 2008 and the Government’s response to 
these changes. 


With the slowing in real economic activity and the fall in commodity prices, 
budgetary revenues are expected to be considerably lower than projected in 
Budget 2008. In 2009-10, revenues are expected to be $8.9 billion lower 
than projected and in 2010-11, they are expected to be $7.9 billion lower 
than projected (Table 2.1). Lower projected revenues are expected to be 
partially offset by lower projected public debt charges. 


In total, recent economic developments imply that, without action, the 
Government would face deficits over the next three fiscal years. The 
Government is taking steps in three areas to protect Canada’s fiscal position: 


e Ensuring that departmental spending is effective. 
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e Ensuring that public sector compensation reflects the current 
economic situation. 


e Putting the Equalization program on a sustainable growth path. 


Taking into account these actions, as well as the net fiscal impact of the 
Insured Mortgage Purchase Program described later in this chapter, the 
Government is planning on balanced budgets or better for the current and 
the next five years. To the extent that budget actions to protect the economy 
or a further deterioration in economic circumstances lead to a deficit, the 
Government will ensure that the deficit is temporary. 


Table 2.1 
Summary of Changes in the Fiscal Outlook 
Since the February 2008 Budget! 


lath le ah 
Actual Projection 
2007- 2008- 2009- 2010- 2011- 2012- 
2008 2009 2010 2011 2012 2013 


(billions of dollars) 
February 2008 budget 
underlying surplus 102 2.3 1e3 3.1 4.7 5.3 


Impact of economic and 
fiscal developments* 


Budgetary revenues -2.1 -3.2 -8.9 -7.9 -6.1 -2.4 
Program expenses THe 0.9 “1.1 -0.6 -0.6 -0.5 
Public debt charges -0.2 0.2 2.8 ZO 0.1 -0.5 
Total *-0.6 -2.1 -7.2 -6.5 -6.6 -3.5 
Budgetary balance before actions 9.6 nO ao) -3.4 shee 1.8 


Actions affecting the 
budgetary balance 


Effective management 


of government spending 43 1.9 136 ils 
Appropriate public sector 

compensation 0.6 0.6 0.9 se) TO 
Insured Mortgage Purchase ; 

Program 0.2 lee On 0.4 0.3 
Temporary reduction in RRIF 

minimum withdrawals OP 
Total 0.6 6.0 a5) 30 2.4 

Revised budgetary balance 9.6 0.8 0.1 0.1 let 4.2 


Note: Totals may not add due to rounding. 


TA positive number implies a decrease in spending and an improvement in the budgetary balance. 
A negative number implies an increase in spending and a deterioration in the budgetary balance. 


2 Includes putting Equalization on a sustainable growth path. 
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Effective Management of Government Spending 


Last year, the Government introduced a new Expenditure Management 
System designed to ensure effective management of taxpayer dollars and 

to help keep spending growth on a sustainable track. The Government is 
building on this new system in three important ways: continuing strategic 
reviews of departmental spending, launching a corporate asset management 
review and ensuring stronger departmental management. 


In addition, all departments are being instructed to manage spending 
carefully, including limiting spending in areas such as hospitality, travel, 
conferences and professional services. As outlined below, the Government is 
also restraining wages for the federal public administration, including senior 
members of the public service, as well as Members of Parliament, Cabinet 
Ministers, and Senators. 


Political parties now receive taxpayer support in three ways: (a) tax credit for 
contributions to political parties; (b) the reimbursement of eligible election 
expenses; and (c) a quarterly subsidy based on votes cast. In keeping with 
the focus on spending management, the quarterly subsidy that benefits 
political parties is no longer justifiable. The Government will eliminate this 
subsidy as of April 1, 2009. 


The Government will report on its progress on these initiatives in 
Budget 2009. 


Strategic Reviews of Departmental Spending 


The Government is conducting strategic reviews of departmental spending 
to ensure that programs are achieving their intended results, are efficiently 
managed and are aligned with the priorities of Canadians. The Government’s 
aim is to review all spending over a four-year cycle. The first cycle of reviews 
is underway and will be completed by 2010. 


In the initial 2007 round of reviews, the Government examined departmental 
spending of $13.6 billion, accounting for 15 per cent of total direct program 
spending. Savings from the reviews were reported in Budget 2008. In 2008, 
21 departments and agencies are under review, representing $25 billion 

in program spending, or about 27 per cent of direct program spending. 

The results of this review will be finalized this winter and announced in 
Budget 2009. The 2009 and 2010 reviews will account for about 

60 per cent of direct program spending. 
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Corporate Asset Management Review 


The Government is expanding strategic reviews to include an examination 
of the Government’s corporate assets. These include enterprise Crown 
corporations, which principally depend on revenues from commercial 
activities rather than appropriations, real property and other holdings. 
The Government has not undertaken a comprehensive review of these 
assets since 1994. 


In most cases, these assets were funded or acquired to address policy 
challenges rooted in specific economic circumstances. Corporate assets 

will be assessed systematically to make sure that the initial rationale for 
government ownership is still relevant, that their activities are still effective, 
and that their business plans are sustainable. Simply put, an asset purchased 
in the 1950s may no longer be relevant to the core responsibilities of the 
Government more than 50 years later. 


The reviews, to be led by the Minister of Finance, will result in better 
management of the Government’s assets and improved returns to taxpayers. 
In some cases, the most efficient use of taxpayers’ resources may be to sell 
the asset to a private sector entity that is better placed to create economic 
value. The Government would also consider the sale of real property when 
this would result in important economic development. As with the strategic 
reviews of departmental spending, these reviews will be conducted on a 
multi-year cycle. 


The Government will take a considered approach to the sale of any asset, 
including taking into account the condition of markets, to ensure that fair 
value can be realized by taxpayers and the transaction will generate 
additional economic activity. Assets will not be sold if such sales do not 
meet these tests. 


Stronger Departmental Management 


The Treasury Board has also initiated an examination of departmental 
appropriations as part of the annual departmental reference level update. 
The objective is to ensure that taxpayer dollars are spent wisely and to better 
align amounts appropriated with expected spending. This review will 
become an ongoing part of the annual departmental reference level update. 
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In recent years, spending authorities granted to departments at the 
beginning of the year have not turned out to be an accurate estimate of 
departmental program requirements. This has resulted in departmental 


appropriations being higher than needed and departments not spending the 


full amounts appropriated. For example, in 2007-08, departments spent 
$2.0 billion less than had been expected at the time of Budget 2008. 


As a result of this year’s review, the Government estimates that total 
spending will be lower than previously expected. Departmental 
appropriations will be adjusted to reflect these lower estimates. 


This is not an expenditure reduction exercise. In some cases, departments 
have determined that the costs of delivering certain programs are lower 
than originally forecast; in other cases, they have determined that planned 
programs and capital purchases will take place over a longer time period 
than initially anticipated. Spending will continue to increase. But there 
will be a closer alignment of planned and actual spending, so the 
spending information provided to Parliament and Canadians will be 
more accurate. This should result in better, more careful management 

of departmental spending. 


Departmental spending levels for 2009-10 are now being finalized. 
A detailed breakdown of departmental spending will be tabled in 
Parliament in the Main Estimates in February 2009. 


Savings From Spending Management 


Total expected savings from reviews under the new Expenditure 
Management System amount to $4.3 billion in 2009-10, $2.6 billion in 


2010-11, $2.8 billion in 2011-12,.$2.9 billion-in 2012-13 and $3.0 billion 


in 2013-14 (Table 2.2). However, only expected savings from reviews 


underway this year are being recorded in this Economic and Fiscal Statement. 


Savings from reviews to take place in the 2009 to 2011 period will be 
recorded in future budgets once these processes are underway. 
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Table 2.2 . 
Fiscal Savings Expected From Reviews Under 
the New Expenditure Management System 


2009- 2010- 2011- 2012- 2013- 
2010 2011 2012 2013 2014 


(billions of dollars) 


Stronger departmental 


management 2.0 AS) 0) 0.5 0.5 
Departmental and corporate 

asset reviews (2008 to 2011) 23 Teal 1.8 2.4 Zio 
Total expected savings 4.3 2.6 2.8 2.9 3.0 


Amounts accounted for 
in this Economic and 
Fiscal Statement Ae) 1.9 © ape aleat 


Appropriate Public Sector Compensation 


Responsible fiscal management also means that public sector wage increases 
must be affordable. Since the beginning of the year, wage growth in the 
public sector has been leading that of the private sector. The Government 
believes that more moderate growth in public sector compensation 1s 
appropriate in the current circumstances. Recognizing these circumstances, 
some of the largest public sector bargaining agents have shown leadership 
by signing tentative settlements that provide reasonable wage increases for 
their members and are affordable for the Government. 


As indicated in the Speech from the Throne, the Government is introducing 
legislation to ensure predictability of federal public sector compensation 
during this difficult economic period. 


The legislation puts in place annual wage increases for the federal public 
administration, including senior members of the public service, as well as 
Members of Parliament, Cabinet Ministers, and Senators, of 2.3 per cent in 
2007-08 and 1.5 per cent for the following three years, for groups in the 
process of bargaining for new agreements. For groups with collective 
agreements already covering 2008-09, the 1.5 per cent would apply for 
the remainder of the three-year period starting at the anniversary date of 
the collective agreement. In addition, the legislation would suspend the 
right to strike on wages through 2010-11. 
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Modernizing Pay Equity 

The current approach to pay equity is a litigious, adversarial, complaints- 
based approach. Under the current approach, the Government in its capacity 
as the employer first agrees on wage rates with the bargaining agents and 
then years later is forced to top up those very settlements through pay equity 
complaints. Since the mid-1980s the federal government has paid over 

$4 billion in pay equity settlements. New complaints continue to be filed 
with the Canadian Human Rights Commission, sometimes for the same 
groups that have already received past pay equity settlements, representing 
large potential future costs to taxpayers. 


Therefore, the Government will introduce legislation to modernize the pay 
equity regime for federal public sector employees, similar to the process now 
in place in Ontario and some other provinces. The new regime reflects the 
Government’s commitment to pay equity. The new regime ensures that the 
employer and bargaining agents are jointly responsible and accountable for 
negotiating salaries that are fair and equitable to all employees and that are 
in line with wages in the internal and external workforces. 


As a result of the new legislation, pay equity considerations will now be 
addressed in a more proactive, open and transparent manner. Making pay 
equity an integral part of collective bargaining will increase fairness, 
eliminate lengthy litigation processes and ensure progress made by women 
in the public service is maintained over time. 


The new pay equity regime will make employee compensation more 
predictable, improve government fiscal planning and eliminate unpredictable 
retroactive payments. 


Putting Equalization on a Sustainable Growth Path 


The fiscal projections set out in Table 2.1 are based on the changes to 

the Equalization program outlined by the Minister of Finance at the 
November 3, 2008 Federal-Provincial-Territorial Finance Ministers Meeting. 
The Government will shortly table legislation to put these changes 

into effect. 
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To ensure the sustainability of the Equalization program, the Government 
proposes to put Equalization on a sustainable growth path. Driven largely 
by higher resource revenues, Equalization has grown by 56 per cent since 
2003-04. This rate of growth is clearly not sustainable and without action 
would have created significant deficits over the next few years. The report by 
the Expert Panel on Equalization (the O’Brien report)—on which the current 
Equalization program is based—recognized the importance of keeping 
Equalization affordable, and set out a framework for action on how to control 
the cost of the program. The Government will therefore make targeted 
adjustments to the Equalization program consistent with the O’Brien report 
and within the principle-based structure set out in Budget 2007, which 
provided for long-term funding growth. 


Specifically, Equalization will be put on a growth path that is in line with 
the economy. The growth path will be a three-year moving average of 
nominal gross domestic product (GDP) growth, which will help to ensure 
stability and predictability for both orders of government while still being 
responsive to economic growth. For 2009-10, the Equalization program 
will provide a total of $14.2 billion to the provinces, up from $13.6 billion 
in 2008-09. Without action, Equalization would have grown to $16 billion 
in 2009-10 and almost $20 billion in 2010-11. Such a rate of growth 
would have been unsustainable. 


Chart 2.1 
Growth in Equalization 


billions of dollars 


17 Equalization put on a more 


sustainable track, growing 
16 = in line with the economy 
Equalization has grown 56% since 2003-04 


2003- 2004- 2005- 2006- 2007- 2008-] 2009- 2010- 2011- 2012- 201 3- 
2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 


Based on projected GDP growth 
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The Equalization program detailed in Budget 2007 strikes a balance 
between providing provinces with incentives to develop their resources 
and the need to ensure fairness among provinces. Up to now, the fiscal 
capacity of the lowest non-receiving province has been used as the measure 
to ensure fairness and provide equity and stability. With Ontario entering 
the Equalization program for the first time in 2009-10, a new benchmark 
is required to both ensure fairness and ensure that provinces continue to 
receive a meaningful net fiscal benefit from resources. This would be set at 
the average post-Equalization fiscal capacity of the Equalization-receiving 
provinces. This will ensure that Equalization-receiving provinces continue 
to benefit from their resource revenues. Transition payments will be 
provided for 2009-10 to ensure that a province that receives Equalization 
in that year does not see a decline in its payments. 


In order to allow them to conduct their budget planning in these uncertain 
times, provinces have already received notice of their Equalization for 
2009-10, two months earlier than normal. 


Table 2.3 
Equalization—$13.6 Billion in 2008-09 and $14.2 Billion in 2009-10 


PE.I.  N.S.! ‘N.B. Que. Ont. Man. 


(millions of dollars) 
2008-09 62a) aor 1,584 8,028 QO. 2,063 
2009-10 340 . 1,571 1,689 8,355 347 2,063 
1 Figures for Nova Scotia include both Equalization and offsets, bringing the total in 2009-10 to $14,365 million. 


The Territorial Formula Financing (TFF) transfer has been less affected 
by volatile resource prices and thus continues on its existing, sustainable 
growth path. 


With these changes to Equalization, the Government is committed to 
ensuring the continued growth of federal transfers in a way that is fiscally 
responsible and sensitive to the volatile global economic environment. 
Federal support for provinces and territories is at an unprecedented level; 
major transfers are currently at $49.1 billion and they will continue to grow. 
This change in Equalization does not affect the Canada Health Transfer 
(CHT) or the Canada Social Transfer (CST). The CHT, at $22.6 billion in 
2008-09, is growing 6 per cent a year, providing an increase of $1.4 billion 
next year. The CST, at $10.6 billion in 2008-09, is growing 3 per cent a 
year, providing an increase of $310 million next year. 


The Government’s actions will provide growing transfers overall, including 
sustainable growth for Equalization. This will ensure that the integrity of the 
transfer system is maintained by keeping it sustainable for all governments. 


of 


Economic and Fiscal Statement 
Chapter 2 


Chart 2.2 

Major Federal Transfers Will Continue to Grow 
billions of dollars 
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Note: For 1991-92 to 2008-09, major federal transfers include CHT, CST, TFF, Equalization and predecessor 
programs (Canada Health and Social Transfer, Established Programs Financing and Canada Assistance Plan). 
For 2009-10 to 2013-14, major federal transfers include CHT (6 per cent escalator), CST (3 per cent escalator), 
TFF and Equalization (assume growth at GDP). Does not include statutory subsidies, transfers for infrastructure, 
and adjustments for Alternative Payments for Standing Programs and Youth Allowances Recovery. 


Risks to the Fiscal Plan 


The economic situation is evolving rapidly and the full extent of the 
slowdown noted in Chapter 1 on both economic growth and commodity 
prices is not known. The risks to the fiscal projection flow from both 
economic developments and the interaction of economic developments and 
the tax system, particularly the magnitude and timing of losses claimed by 
businesses and capital gains or losses claimed by individuals. These factors 
are difficult to predict as they can be volatile, and businesses and individuals 
can apply certain losses against tax liabilities relating to the current and 
previous three years. 


One measure of the degree of uncertainty is reflected in the range of private 
sector forecasts. Real GDP forecasts for 2009 range from a high of 

1 per cent growth to a low of a 0.7 per cent contraction (Chart 2.3). 
Reflecting the added uncertainty of commodity prices, forecasts for nominal 


GDP for 2009 range from a contraction of 2.5 per cent to an expansion 
Of2cs per cent, 
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Chart 2.3 

Forecast Distribution Forecast Distribution of 

of Real GDP Growth in 2009 Nominal GDP Growth in 2009 
per cent per cent 

1.0 


Average = 0.8% 


-0.8 —_—— = “3 


Source: Department of Finance Survey of Private Sector Forecasters. 


To illustrate the degree of uncertainty associated with the current fiscal 
outlook, Chart 2.4 shows the fiscal projections based on the average of the 
two highest and the average of the two lowest private sector nominal GDP 
forecasts for 2008, 2009 and 2010. The low scenario includes a lower 
average effective tax rate, reflecting lower capital gains income and higher 
losses claimed by corporations to reduce tax liabilities. The projections vary 
considerably over the next three years, ranging from small surpluses to large 
deficits, with the risks clearly tilted to the downside. 


Although the Government continues to plan on balanced budgets, given 
the volatility of the economic situation, particularly the rapid decline in 
commodity prices, a deficit cannot be ruled out. If the Government does 
run deficits, it will ensure that they are contained and temporary. The 
actions in this Economic and Fiscal Statement help avoid a deficit and, more 
importantly, help ensure that on a structural basis (i.e. absent the temporary, 
cyclical weakness), the Government remains in a surplus position. 
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| Chart 2.4 
Fiscal Outcomes Based on Private Sector Forecasts 
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Sources: Department of Finance survey of private sector forecasters; Department of Finance calculations. 


Benefits of Debt Reduction 


Since coming to office, the Government has reduced the federal debt by 
$37 billion. The Government is focused on protecting Canada’s fiscal 
position because sound management of public finances provides significant 
benefits to Canadians and businesses in Canada. 


Reductions in public debt have given the Government flexibility to deal with 
the current economic situation while maintaining its capacity to address 
long-term challenges such as population aging. 


A major benefit of lower debt is that less revenue is absorbed by interest 
charges, freeing up resources for more productive uses, such as tax relief 
(see the box entitled “Tax Back Guarantee”). In 1990-91, the Government 
spent almost 38 cents of every revenue dollar on debt service charges. 

This ratio has been falling steadily since 1996-97 and is expected to fall 

to 13 cents in 2008-09, the lowest level since the 1970s. 


Debt reduction also benefits Canadians and the Canadian economy by 
helping to keep interest rates low. Long-term interest rates (adjusted for 


inflation) have fallen to about 2 per cent today from over 6 per cent in the 
early 1990s. 
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Tax Back Guarantee 


e To ensure that Canadians benefit directly from debt reduction, 
Budget 2007 legislated the Tax Back Guarantee. 


e Under this Guarantee, the Government dedicates the effective interest 


savings from federal debt reduction each year to permanent and 
sustainable personal income tax reductions. 


e By 2009-10, the Tax Back Guarantee will amount to $2.0 billion or almost 
40 per cent of personal income tax relief provided since Budget 2006. 


Lower interest-rates also reflect the view in financial markets that the 
Government of Canada’s debt is the safest in the world as measured by 
credit default swaps (Chart 2.5). Low levels for these swaps for Canada, 
compared to other sovereign countries, reflect a decade of consecutive 
federal budgetary surpluses, Canada’s relatively low debt-to-GDP ratio 
and the soundness of Canada’s banking sector. 


Chart 2.5 
Sovereign Credit Default Swap Levels (as of November 17, 2008) 
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Notes: A credit default swap is the premium paid by an investor to insure against the risk of default. 


Sources: Bloomberg and Reuters. 
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Reinforcing Financial System Stability 


The global financial crisis that began in the United States has spread and 
deepened. It has now touched every country in the world, revealing serious 
weaknesses in many aspects of the international financial system. 


In some countries, certain non-bank institutions that were heavily reliant on 
borrowed money were inadequately regulated, which resulted in devastating 
impacts on financial markets when credit markets rapidly contracted. As well, 
many regulated financial institutions quickly found that they did not have 
sufficient capital to withstand the unexpected persistence and breadth of 

the financial market turmoil. Exacerbating the problem was a lack of 
transparency in many of the complicated financial products at the core of the 
turmoil, which made it difficult to value assets and assess counterparty risk. 
Given the long period of economic growth that preceded the turmoil, it 

has become clear that many financial institutions and regulators simply 
underestimated financial risks. It has also become evident that international 
coordination and surveillance was inadequate and did not provide a second 
line of defence against global imbalances and excessive risk taking. 


The Canadian financial system, in contrast to those of other countries, has 
weathered the turmoil well, but Canada is not immune to international 
events. The Government has taken a number of steps to ensure that the 
global turmoil does not hinder access to affordable credit for Canadian 
consumers, homebuyers and businesses. 


Canada has worked diligently with its international partners to implement 
the April 2008 recommendations of the Financial Stability Forum. These 
recommendations are aimed at strengthening prudential oversight of capital, 
liquidity and risk management, enhancing transparency and valuation, 
changing the role and uses of credit ratings, strengthening governments’ 
responsiveness to risks, and putting in place more robust arrangements for 
dealing with stress in the financial system. 


The Government is continuing its responsible leadership by proposing 
precautionary authorities to strengthen its ability to respond to unforeseen 
events that could threaten the stability of the Canadian financial system. 
The proposed authorities reflect our international commitments under 

the G7 and G20 Plans of Action and provide the Government with the 
same flexibility and responsiveness as our peer group of countries. The 
Government is also working with our international partners to develop 


best practices in this area and benchmark our world-leading system against 
those standards. 
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Strengths of the Canadian Financial System 


The underlying strengths of the Canadian financial system have been evident 
during the profound disruption in global credit markets since September. 


e Canadian capital requirements for financial institutions are well above 
minimum international standards. At the start of the crisis, Canadian 
banks had average risk-adjusted capital buffers of about 9.5 per cent 
of risk-adjusted assets, while many global banks had capital ratios of only 
6 or 7 per cent. Canadian banks are also less leveraged than many of their 
international peers. Canadian banks typically had overall assets amounting 
to less than 20 times their capital, while major U.S. banks had 30 times 
more assets than capital and some European banks were levered up to 
50 times. 


e Large Canadian investment dealers have been bank-owned since the late 
1980s, and are therefore not as dependent on wholesale funding as 
dealers elsewhere in the world. They are regulated on a consolidated basis 
by the Office of the Superintendent of Financial Institutions. 


e The Canadian housing finance market is sound. It does not have a large 
sub-prime component and has not witnessed the proliferation of products 
and marketing practices that have led to the serious problems in the 
United States. In Canada, lenders must insure against default any 
mortgages made without large down payments and that insurance 1s 
backed by the government. Prudent lending standards must be met to 
qualify for government-backed insurance. These insured mortgages 
provide a reliable backstop for Canadian mortgage-backed securities, 
which are well accepted around the world. 


In October, the World Economic Forum assessed Canada’s banking system 
to be the world’s soundest and ranked our financial market sophistication 
and investor protection among the world’s best. Likewise, the International 
Monetary Fund (IMF) concluded earlier in the year that Canada’s financial 
system is mature, sophisticated, well managed and able to withstand 
sizeable shocks. 
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Measures to Maintain Access to Affordable Credit 


The worldwide credit contraction is challenging the ability of even the 
strongest financial institutions to raise funding. The financial sector is a key 
enabler of economic growth, channelling savings to productive investment. 
The Government has taken action to ensure the borrowing needs of 
Canadian households and businesses continue to be well served by the 
financial system. Importantly, these actions have been taken on commercial 
terms and have not put Canadian taxpayers’ money at risk. 


¢ Budget 2008 legislation modernized the authorities of the Bank of 
Canada to support the stability of the financial system. Consequently, the 
Bank has been able to widen the collateral it will accept and add more 
than $35 billion in liquidity to the Canadian financial system at a time 
when global credit markets have been severely stressed. 


e The Canada Mortgage Bond (CMB) program has been expanded, 
including a record $12.5-billion CMB issue in June and the introduction 
in November of a CMB with a 10-year maturity to allow the program to 
attract a broader pool of investors. 


e The Government is supporting the availability of longer-term credit in 
Canada by purchasing up to $75 billion in insured mortgage pools 
through Canada Mortgage and Housing Corporation under the Insured 
Mortgage Purchase Program (IMPP). This action will provide Canada’s 
financial institutions with significant and stable access to longer-term 
funds that they can then make available to consumers, homebuyers and 
businesses in Canada. The IMPP will earn a modest rate of return for 
the Government with no additional risk to the taxpayer. 


e The Canadian Lenders Assurance Facility, launched in November, will 
ensure that Canada’s financial system is not put at a competitive 
disadvantage by similar guarantee programs in other countries. The 
Facility will further help to secure access to term funding so that 
Canadian financial institutions can continue lending to consumers, 
homebuyers and businesses. 


These measures are producing results. To date, $25 billion of insured 
mortgage pools have been purchased through the IMPP, and the remaining 
amount of up to $50 billion will be made available by the end of 2008-09, 
ensuring federally regulated financial institutions continue to have reliable 
funding. As set out in Table 2.1, the net fiscal gain for the Government from 
the IMPP is projected to be approximately $1.1 billion in 2009-10. 
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The role of private sector financial institutions is to make loans to 
creditworthy people and businesses and to support capital markets. The 
Government is fulfilling its role by intervening with extraordinary measures 
when markets are profoundly disrupted so that private sector lenders can 
maintain access to the funds they need to keep lending, and by providing 
liquidity to capital markets in support of economic growth. Financial 
institutions have indicated that the IMPP and the Bank of Canada interest 
rate cuts were key to their decision to lower prime rates and mortgage rates. 


While the private sector is and should remain the primary source of credit, 
the Government is also ensuring that the complementary forms of credit 
provided through its Crown agencies—Export Development Canada (EDC) 
and the Business Development Bank of Canada (BDC)—are available to 
counter the effects of the credit crunch. BDC and EDC have been 
responding to the needs of their clientele by maintaining and enhancing 
their existing suite of financing solutions. Recently the Government 
approved a $2-billion increase in the borrowing authority of EDC as well as 
a $1.8-billion increase in BDC’s borrowing capacity, which enables them to 
offer additional flexibility to existing clients. 


EDC is well positioned to continue to help Canadian companies grow 
internationally. It will facilitate nearly $80 billion in exports and investments 
from Canadian companies in 2008, including some $4 billion for the 
automotive sector. To help address emerging stresses and financial gaps 

in Canada’s export sector, most notably in auto-related and other 
manufacturing enterprises, the Government is providing EDC with an 
additional $350 million in capital to support up to about $1.5 billion in 
increased credit capacity for those most affected by the financial crisis. 


BDC is playing an active role in supporting the growth of Canadian small and 
medium-sized companies, with about $3 billion in new financing this year. 
The Government will provide BDC with an additional $350 million in capital 
so that it can increase its credit capacity by about $1.5 billion for term lending 
activities and a new time-limited facility providing guarantees to financial 
institutions for their lines of credit for viable small and medium-sized companies. 
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Enhancing Flexibility and Responsiveness 


The Government of Canada stands ready to take whatever further action is 
necessary to protect the stability of the Canadian financial system. Given the 
speed at which new market developments can unfold, the Government needs 
the flexibility to respond quickly and decisively. This necessity is clearly seen 
in the experience of countries that did not have sufficient tools to respond to 
the financial crisis when it affected them. 


Accordingly, the Government is proposing that the Minister of Finance and 
Governor-in-Council be granted additional flexibility to support financial 
institutions and the financial system in extraordinary circumstances. This 
additional flexibility is a precaution that would bring Canada’s regulatory 
toolkit in line with international best practices. The proposals would also 
equip Canada to fulfill the commitment to implement the G7 and G20 Plans 
of Action to stabilize financial markets, restore the flow of credit, and foster 
global economic growth. And they would ensure that Canada’s strong 
financial system is not put at a competitive disadvantage by developments in 
other countries. 


The proposed new powers, which include appropriate provisions for 
transparency and accountability, involve standby authorities that include 
additional options for resolving difficulties in financial institutions should 
they arise. These powers would also provide the Government with new 
means to support systemically important financial institutions and ensure 
that they can raise capital and continue lending to households and businesses. 


These proposed measures will provide authority for: 


e Funding in the unlikely event that there is a draw on the Canadian 
Lenders Assurance Facility. 


e The Canada Deposit Insurance Corporation (CDIC) to establish a bridge 
bank as a further resolution tool to help preserve banking functions. 


e An increase in the borrowing limit of CDIC to $15 billion to reflect 
the growth of insured deposits since the last increase in 1992. 


* The Minister of Finance to provide the CDIC Board of Directors broader 
scope of action when systemic risk concerns may result from the potential 
failure of a member institution. 


e The power to direct CDIC to undertake resolution measures when 
necessary to prevent adverse effects on financial stability. 
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¢ The provision to CDIC of greater flexibility in the timing of 
preparatory examinations. 


e The Government to inject capital into federal financial institutions to support 
financial stability, with appropriate provisions to protect taxpayers. 


Retirement Savings 


Canadians are understandably concerned about the impact of the recent 
deterioration in market conditions on their financial security and 
retirement savings. 


The global credit crisis has led to a sharp decline in global equity markets 
that has reduced the funded status of federally regulated private pension 
plans. If the situation remains the same at the end of the year—when 
valuations are conducted for most plans and funding requirements are set— 
the decline in the market value of plan assets would result in many sponsors 
being required to make large special payments. The magnitude of these 
special payments could damage the financial condition of the companies that 
sponsor these pension plans and divert available funds away from investment 
in the growth of those companies. These problems would be especially 
pronounced given current conditions in credit markets. 


Under the present extraordinary circumstances, the Government proposes 

to allow plans to extend their solvency funding payment schedule from 

5 to 10 years in respect of solvency deficiencies as at December 31, 2008, 
subject to certain conditions. In particular, both members and retirees would 
need to agree to the extended schedule, or the difference between the 5- and 
10-year payment schedule would need to be secured by a letter of credit. One 
of these two conditions would need to be met by December 31, 2009. If buy- 
in by plan members or a letter of credit were not secured by the end of 2009, 
the plan would be required to fund the deficiency over the following 5 years. 


The Government also intends to address the evident issues in the solvency 
funding rules and other structural concerns about the legislative and 
regulatory framework pertaining to pension plans subject to the Penszon 
Benefits Standards Act, 1985. Accordingly, the Government will be initiating 
a consultation process on issues facing defined benefit and defined 
contribution pension plans with a view to making permanent changes to 

the framework in 2009. As pension plans are regulated either federally or 
provincially and the regulatory regimes are closely related, the Government 
will coordinate its work in this area with provincial and territorial governments. 
In November, Federal-Provincial-Territorial Finance Ministers agreed to make 
this a priority and it will be discussed when they meet again in December. 
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Temporary Reduction in RRIF Minimum Withdrawals 


Many seniors are concerned about the impact of the deterioration of market 
conditions on their retirement savings. In particular, seniors have expressed 
concerns about the reduction in value of their retirement savings and 
whether they will be required to liquidate their Registered Retirement 
Income Fund (RRIF) assets to meet minimum withdrawal requirements. 
The Government understands these concerns. 


In recognition of these exceptional market conditions and their effect on 
retirees’ savings, the Government proposes to reduce the required minimum 
withdrawal amount for RRIFs by 25 per cent for 2008, so that retirees may 
keep more of their savings in their RRIFs. This measure will apply to all 
RRIF holders regardless of age. 


RRIF holders who withdraw more than the reduced 2008 minimum amount 
will be permitted to re-contribute the excess to their RRIFs, until the later 
of March 1, 2009 and 30 days after this proposal is enacted (up to the amount 
of the reduction provided by this measure). Re-contributions will be 
deductible for the 2008 taxation year. 


Similar rules will apply to those receiving variable benefit payments under 
a money purchase Registered Pension Plan. 


This measure is expected to reduce federal revenues by $200 million 
in 2008-09. Draft legislation to implement these proposals, together with 
explanatory notes, may be found in Annex 2. 


While seniors may also be concerned about an obligation to liquidate assets 
in order to satisfy the RRIF minimum withdrawal requirement, the income 
tax rules, in fact, permit “in-kind” asset transfers to meet the minimum 
withdrawal requirements—they do not require the sale of assets. The in-kind 
distribution of assets allows individuals to meet the RRIF minimum withdrawal 
requirements and keep their assets intact, so that the assets may benefit from 
future market growth. 


The Government has asked all financial institutions to accommodate the in-kind 
distribution of assets from a RRIF, as permitted under the tax rules, at no cost 
to clients, or to offer another solution that achieves the same result. 


These measures to support retirement savings complement previous action 
by the Government to ensure that Canadians have adequate opportunities 
to save. Most recently, in Budget 2008, the Government introduced the 
Tax-Free Savings Account (see box). 
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Tax-Free Savings Accounts 


Starting in 2009, the Tax-Free Savings Account (TFSA) will provide a flexible, 
general-purpose savings account that will allow Canadians to earn tax-free 
investment income. Canadian residents age 18 or older will be eligible to 
contribute up to $5,000 annually to a TFSA, with unused contribution room 
being carried forward. 


The TFSA will complement Registered Retirement Savings Plans (RRSPs) 
and provide an effective means to save, but will do so through a different 
mechanism. TFSA contributions are made on an after-tax basis (no income 
tax deduction will be provided), but future investment growth in the TFSA 
and TFSA withdrawals will be tax-free. In contrast, savings in an RRSP ora 
Registered Retirement Income Fund (RRIF), which have benefited from a 
deduction on contributions and a deferral of tax on the investment income, 
are included in income for tax purposes when withdrawn. 


Assuming a constant tax rate and pre-tax rate of return, the net annual after- 
tax rate of return will be the same for both TFSA savings and savings in an 
RRSP (or in a RRIF), and will exceed the net return available on saving in an 
unregistered account. 


The TFSA will benefit individuals at all stages of life. In particular, seniors may 
use the TFSA to meet any ongoing savings needs they may have. In 
addition, if seniors do not immediately need their pension payments or their 
minimum RRIF withdrawal (once they have converted their RRSP to a RRIF), 
they may save the after-tax amount in a TFSA—up to their available TFSA 
contribution limit—and achieve a similar return as if they were able to 

leave the equivalent pre-tax amount in a tax-deferred savings vehicle, 

such as a RRIF. 


An added advantage of the TFSA is that withdrawals will not affect eligibility 
for federal income-tested benefits and credits such as Old Age Security, the 
Guaranteed Income Supplement or the Goods and Services Tax Credit. 
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Forward Agenda 


While Canada is clearly affected by the current international economic 
challenges, it is much better prepared than most countries. Canada has 
benefited from a clear economic plan, Advantage Canada: Building a Strong 
Economy for Canadians, and a resolute commitment to its implementation. 
Much progress has been made since 2006, and this is reflected in the 
country’s resilience in the face of economic and financial market turbulence. 


The Government has taken extraordinary measures in response to the 
current situation, and will continue to seek opportunities for providing 
economic stimulus within a tight fiscal framework. 


Overcoming our current challenges will require coordinated action. The 
Government is consulting with provinces and territories, the private sector 
and Canadians to develop responses to short-term issues, while continuing 
to implement the long-term economic plan to create a competitive 
advantage for Canadians. Immediate priorities include: 


e Accelerating infrastructure investments. 
e¢ Improving opportunities for workers. 
e Strengthening financial markets. 


¢ Improving competitiveness. 


The Government’s priorities for action in these areas are outlined below. 
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Accelerating Infrastructure Investments 


Canadians need to continue building a modern and reliable infrastructure. 
Investing in a 21st century infrastructure will create a competitive advantage 
that pulls business and jobs into a vibrant national economy and brings our 
skills and goods onto the world stage efficiently. It will also stimulate the 
economy and put people to work. 


The Government is significantly boosting its support for provincial, 
territorial and municipal infrastructure. Next year’s increase will be the 


largest and will push the total amount available in that year to about 
$6 billion. 


Given current economic circumstances, the Government is actively looking 
at ways to accelerate the roll-out of anticipated infrastructure projects. At 
their November 10th meeting, First Ministers agreed to work together to 
speed up infrastructure projects. The Government will work with provinces 
and territories to identify, by January 2009, specific projects in each 
jurisdiction that would contribute to stimulating the economy in the 

next two years. Further, it will work with the provinces and territories to 
tackle regulatory and administrative barriers to moving these specific 
projets forward. 


The Government is also pursuing public-private partnership opportunities 
in order to lever private capital and expertise to help meet our infrastructure 
needs. This will be accomplished through PPP Canada Inc., a new Crown 
corporation which will be fully operational in the new year. 


Further, the Government is working with its partners to build a new 


Windsor-Detroit border crossing as soon as possible, ensuring businesses 
have secure and timely access to U.S. markets and suppliers. 
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Unprecedented Federal Infrastructure Investments 


The Government has: 

e Put in place a long-term infrastructure plan, the Building Canada plan, 
which provides an historic investment of $33 billion over seven years. 

e Made the Gas Tax Fund permanent, ensuring significant, stable and 
predictable funding for municipal infrastructure of $2 billion in 2009-10 
and each year thereafter. 


e Established PPP Canada Inc., a Crown corporation, to manage and 
encourage public-private partnerships. 


Chart 2.6 
Federal Support for Provincial, Territorial 
and Municipal Infrastructure 


billions of dollars 
If 


1990- 1992— 1994- 1996— 1998— 2000- 2002- 2004- 2006- 2008- 
USeh 1993 1995 esi 1999 2001 2003 2005 2007 2009 


Note: Figures for 1990-91 to 2007-08 are actual; figures for 2008-09 and 2009-10 represent planned spending. 
Source: Department of Finance. 
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Improving Opportunities for Workers 


A strong and vibrant workforce is key to Canada’s prosperity, and to the 
well-being and security of workers and their families. The Government will 
continue to work in cooperation with the provinces and territories and 
Aboriginal leaders to reduce barriers to labour mobility, enhance skills 
development, and encourage the full participation of immigrants and 
Aboriginals in the economy. 


Despite the economic slowdown, skills shortages remain a significant 
challenge across Canada. The Government is implementing the 
comprehensive labour market training architecture announced in 

Budget 2007, including the $3 billion over six years provided to provinces 
and territories for new Labour Market Agreements to address the gap in 
programming for those who currently do not qualify for training under the 
Employment Insurance Program. This will ensure that Canadians are able 
to access the training they need, when they need it. 


The Government is moving forward with the improved processing of 
immigration applications to ensure Canada has the skilled workforce needed 
to remain productive and competitive. At the same time, the Government 
will continue to explore ways to ensure the immigration program is aligned 
with labour market needs. Efforts will be made to improve the recognition 
of credentials that foreign workers bring with them. This could be achieved 
through the development of a comprehensive and consistent approach across 
the country, starting with regulated professions where shortages are the 
most acute. More will also be done to attract top international students to 
Canada and to increase the uptake of immigrant settlement programs. 


Removing restrictions to labour mobility is even more critical during the 
current period of global economic instability. The Government encourages 
the premiers and territorial leaders to achieve their goal of amending the 
Agreement on Internal Trade by January 1, 2009 so as to achieve 

“full mobility for all Canadians” by April 1, 2009. 


Increasing labour market participation, especially of under-represented 
groups, continues to be a government priority. In particular, the 
Government will seek opportunities to reach out to a growing Aboriginal 
population to match the demands created by resource development and the 
overall tightening of the national labour market over the next decade. 
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Improving Opportunities for Workers 
The Government is: 


e Investing in education and training by providing long-term support for 
post-secondary education, introducing the new Canada Student Grant 
and modernizing the Canada Student Loans Program. 


e Implementing the Canadian Experience Class and streamlining Canada’s 
immigration system to better respond to the needs of the Canadian 
labour market. 


e Making significant investments in labour market training so that training 
and skills development opportunities are more widely available to 
Canadian workers. 


Strengthening Financial Markets 


The Government has a high priority agenda in the area of financial sector policy 
to address the causes of the current international financial crisis and to reform 
the global financial system to prevent a similar crisis from happening again. 


On November 15, the leaders of the G20 countries met in Washington, DC, 
for the Summit on Financial Markets and the World Economy. The 
discussion focused on the causes of the global financial crisis and weakening 
economic growth across all countries, actions required to stabilize financial 
markets and growth, and reforms to prevent future crises. The causes of the 
crisis include both microeconomic factors, such as weak national regulatory 
regimes, and macroeconomic influences, such as inconsistent monetary, fiscal 
and exchange rate policies that led to significant global current account 
imbalances. G20 Leaders committed to a further easing in monetary and 
fiscal policy to promote economic growth, while maintaining a policy 
framework conducive to fiscal sustainability. 


Canada pushed for progress in four key areas: action to address both the micro 
and macro causes of the crisis, a commitment to strengthen domestic financial 
regimes, agreement to conduct transparent international assessments of 
national financial systems, and a commitment to resist protectionism and 
maintain open markets. All four were supported by G20 Leaders. Canada 
was able to lead from a position of strength, as our sound macroeconomic 
policy framework and regulatory system has helped us weather the crisis 
better than many other countries. Finance Ministers were tasked with 
implementing a detailed action plan, with a Leaders Summit expected to take 
place by April 30, 2009. (see the box entitled “Excerpt From the Declaration 
of the Summit on Financial Markets and the World Economy”). 
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As noted earlier, the Government is taking immediate steps to strengthen 
its ability to respond to unforeseen events that could threaten the stability 
of the financial system, by ensuring that it has the same range of powers 
as other G7 countries. 


Looking forward, the implementation of the G20 agenda will involve work 
by an array of federal government entities, which will need to be undertaken 
in close cooperation with other governments and regulatory agencies in 
Canada and abroad. Canada will be able to provide leadership in this process 
from a position of strength, given its sound financial system, solid experience 
and prudent regulatory practices. 


However, the current turmoil has highlighted a clear deficiency in the 
Canadian framework: securities regulation. The securities regulation 
framework urgently needs reform for several reasons. 


First, our current system of 13 securities regulators is simply too cumbersome 
and unwieldy when quick and decisive action is needed. In a recently completed 
review of Canada's financial system, the IMF concluded that “a single regulator 
would allow policy development to be streamlined, allowing Canada to 
respond more quickly to local and global developments.” Securities regulators 
must be able to respond rapidly to risks to the financial system as they arise, 
such as abusive short selling of the stocks of financial institutions, or the lack 
of transparency in the asset-backed commercial paper market. But this is not 
possible in Canada at the moment. 


Second, the lack of a strong national financial stability mandate for securities 
regulation is another major gap in the regulation of Canada’s financial 
system. Experience shows that systemic risks can arise from all parts of the 
financial sector, not just federally regulated financial institutions. 


Third, in times of crisis, Canada needs to be able to move in a coordinated 
and expedited fashion with the international community. This is impossible 
with 13 securities regulators in Canada. Canada is at a disadvantage 
internationally by not having a single securities regulator with a mandate 
to speak for Canada on securities matters. 


The Government will soon receive the report of the Expert Panel on 
Securities Regulation on the best way forward to improve the content, 
structure and enforcement of securities regulation in Canada. The 
Government is determined to move forward with those recommendations 
expeditiously and invites all participants to join this important initiative. 
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Markets and the World Economy 


Strengthening Transparency and Accountability: We will strengthen 
financial market transparency, including by enhancing required disclosure on 
complex financial products and ensuring complete and accurate disclosure 
by firms of their financial conditions. Incentives should be aligned to avoid 
excessive risk taking. 


Enhancing Sound Regulation: We pledge to strengthen our regulatory 
regimes, prudential oversight, and risk management, and ensure that all 
financial markets, products and participants are regulated or subject to 
oversight, as appropriate to their circumstances. We will exercise strong 
oversight over credit rating agencies, consistent with the agreed and 
strengthened international code of conduct. We will also make regulatory 
regimes more effective over the economic cycle, while ensuring that regulation 
is efficient, does not stifle innovation, and encourages expanded trade in 
financial products and services. We commit to transparent assessments 

of our national regulatory systems. 


Promoting Integrity in Financial Markets: We commit to protect the 
integrity of the world’s financial markets by bolstering investor and consumer 
protection, avoiding conflicts of interest, preventing illegal market manipulation, 
fraudulent activities and abuse, and protecting against illicit finance risks 
arising from non-cooperative jurisdictions. We will also promote information 
sharing, including with respect to jurisdictions that have yet to commit to 
international standards with respect to bank secrecy and transparency. 


Reinforcing International Cooperation: We call upon our national and 
regional regulators to formulate their regulations and other measures in a 
consistent manner. Regulators should enhance their coordination and 
cooperation across all segments of financial markets, including with respect 
to cross-border capital flows. Regulators and other relevant authorities as 

a matter of priority should strengthen cooperation on crisis prevention, 
management, and resolution. 


Reforming International Financial Institutions: We are committed to 
advancing the reform of the Bretton Woods Institutions so that they can more 
adequately reflect changing economic weights in the world economy in order 
to increase their legitimacy and effectiveness. In this respect, emerging and 
developing economies, including the poorest countries, should have greater 
voice and representation. The Financial Stability Forum (FSF) must expand 
urgently to a broader membership of emerging economies, and other major 
standard setting bodies should promptly review their membership. The IMF, in 
collaboration with the expanded FSF and other bodies, should work to better 
identify vulnerabilities, anticipate potential stresses, and act swiftly to play a 
key role in crisis response. 
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Improving Competitiveness 


The Canadian economy currently faces extraordinary challenges as a result of 
global financial volatility. Restructuring was already underway in a number 
of sectors in response to rising international competition, volatile energy 
prices and currency fluctuations. This has made for some difficult adjustments 
by workers and businesses across the country, particularly in the manufacturing 
sector. The Government will consider measures to ensure that firms are able 
to compete, keeping in mind the need to ensure that any measure improves 
the long-term viability of firms, is provided on commercial or near-commercial 
terms, and serves the interests of Canadian taxpayers. 


The Government will consult with Canadians on policies to address cyclical 
economic challenges while improving the long-term competitiveness of the 
economy. In a period of global restructuring, Canada has an opportunity to 
capture an increasing share of investment by proving itself to be a world- 
leading location for doing business. In order to be successful in increasing 
investment that will create better prospects for economic growth and help 
the country emerge from the global economic downturn as an even stronger 
force, Canada must continue to improve the competitiveness of the tax 
system, improve support for business investment and expansion at home and 
in the international marketplace, and lever our investments in public research 
into business opportunities. 


Competitive Taxation 


Competitive taxes help Canada foster new investment and attract the highly 
skilled workers that are essential for building a stronger economy and raising 
standards of living. They are more important now than ever, during these 
times of economic uncertainty. 


The tax reductions implemented by the Government since 2006 mean that 
in 2009-10, Canadians and Canadian businesses will pay $31 billion less in 
taxes—the equivalent of nearly 2 per cent of our gross domestic product. 
As resources permit, the Government will implement further broad-based 
tax relief—with an emphasis on personal income taxes. 


The Government is encouraging provinces to help enhance Canada’s 
position as a country of choice for new investment, by replacing harmful 
provincial retail sales taxes with value-added taxes harmonized with the 
federal goods and services tax (GST) and reducing provincial corporate 
income tax rates. 
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options to further lower the “welfare wall” by building on progress made 
with the Working Income Tax Benefit. 


The Government will consider the recommendations of the Advisory Panel 
on Canada’s System of International Taxation, expected in December, to 


improve the fairness and competitiveness of Canada’s international tax rules, 


and will further reduce the tax compliance burden, which will free up 
resources for businesses to spend on more productive activities. 
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Tax Relief to Stimulate the Economy 


The Government has reduced taxes in every way that revenues are collected. 
Tax reductions total almost $200 billion—including almost $140 billion for 
individuals —over 2007-08 and the following five fiscal years. 


In particular, the Government: 
e Has reduced the GST from 7 to 5 per cent, providing tax relief to all 


Canadians, including those who do not earn enough to pay personal 
income taxes. 


Is making Canada’s business tax environment more competitive by 
reducing the general corporate income tax rate to 15 per cent by 2012, 
which will helo Canada to achieve the lowest overall tax rate on new 
business investment in the G7 by 2010. 


Has reduced the lowest personal income tax rate and increased the 
amount that individuals can earn before paying taxes. 


Has implemented the Working Income Tax Benefit, which is strengthening 
work incentives for low-income Canadians. 


Has introduced the Tax-Free Savings Account, which will improve 
incentives for Canadians to save. 


Is providing temporary accelerated capital cost allowance treatment for 
investment in machinery and equipment in the manufacturing and 
processing sector to help the sector meet current economic challenges 
and improve long-term prospects. 
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Supporting Business Investments and 
Opportunities in New Markets 


The Government recognizes the profound challenges confronting the 
manufacturing sector and the significant restructuring that is occurring, and 
is acting to improve the conditions for investments and jobs. Manufacturers 
are taking steps to secure their long-term success, and the Government has 
provided substantial support to assist them. The Government will continue 
to take actions that will help viable firms position themselves for long-term 
competitiveness. 


The Government is taking action to support continued investment by 
businesses in all sectors by: 


e Providing $700 million in additional capital to increase the credit capacity 
of Export Development Canada and the Business Development Bank of 
Canada to better serve the needs of Canadian businesses during a period 
of constrained credit availability. 


¢ Implementing a new private-sector-managed, later-stage venture capital fund, 
with $75 million from Budget 2008 for the Business Development Bank of 
Canada to increase investments in leading-edge, growing companies. 


e Eliminating tariffs on imported machinery and equipment as soon as 
possible to encourage capital investment and increased efficiency. 


Actions have also been announced that will assist the automotive industry, 
where innovation is critical for long-term competitiveness, through an 
increase in support available under the Automotive Innovation Fund. Future 
actions will be coordinated with other governments, companies and workers 
to secure a viable industry in Canada. 


Future actions have also been announced that will assist the aerospace sector, 
traditional industries, and regional economies. 


In the coming months, the Government will take action to improve the 
conditions for investment in Canada and help create opportunities in 
the international marketplace by: 


¢ Moving ahead quickly to respond to the recommendations of the 
Competition Policy Review Panel to modernize and improve the 
effectiveness of Canada’s competition laws and policies for business. 
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¢ Aggressively opening markets abroad for Canadian goods, services and 
investment through the conclusion of ongoing trade negotiations and 
the launch of new initiatives such as an economic partnership with the 
European Union. 


In these tougher economic times, businesses are demanding that 
governments work in more efficient ways. Canadians need regulatory 
environments that encourage entrepreneurial risk taking, while ensuring 
stability, a clean environment and safe products. The Government will 
continue to seek input from businesses on ways that it can reduce 
unnecessary costs and delays. 


¢ Federal regulatory departments and agencies are reducing the paper 
burden by 20 per cent. 


e A Major Projects Management Office is providing a single window on 
the federal regulatory process for large resource projects. 


Productivity gains derived from the development and application of 
innovative ideas and practices will be critical to ensuring that the economy 
continues to grow. Companies that invest now in research and leading-edge 
processes will be better positioned to take advantage of the recovery. Actions 
in the last three budgets will have raised support for science and technology 
by $2 billion by 2009-10. The Government will continue investing in 
world-class science and technology projects and centres, and improving 

the linkages between public research and private sector needs to create 
business opportunities. 


The Government is taking decisive action now to address challenges faced by 
Canadian businesses as they restructure in response to changes in the 
domestic and global economy. Priorities for future action are accelerating 
infrastructure investments, improving opportunities for workers, 
strengthening financial markets, and improving competitiveness, including 
competitive taxation. The Government will consult with Canadians on these 
priorities as it develops measures for Budget 2009. 
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The Government is planning on balanced budgets for the 
current and next five years, although given the downside risks, 
balanced budgets cannot be guaranteed. 


Weaker economic growth has significantly reduced 
expected revenues. 


Program expenses in 2008-09 are expected to be lower than 
projected in Budget 2008, but in 2009-10 they are expected 
to be higher than projected in the budget, largely reflecting 
increased transfers to persons and other levels of government. 
Public debt charges are lower than projected in both years due 
to lower projected interest rates. 


After taking into account the actions proposed in this Economic 
and Fiscal Statement, the projected surplus is $0.8 billion in 
2008-09, $0.1 billion in 2009-10 and $0.1 billion in 2010-11. 
The projected surplus rises to $1.1 billion in 2011-12, $4.2 billion 
in 2012-13 and $8.1 billion in 2013-14. 


The tax burden, as measured by total revenues as a share of gross 
domestic product (GDP), is projected to decline from 15.8 per cent 
in 2007-08 to 15.2 per cent by 2013-14—its lowest ratio in 
nearly 50 years. 


Program expenses are projected to increase temporarily from 
13.0 per cent of GDP in 2007-08 to 13.4 per cent in 2009-10, 
reflecting weaker economic growth. Over the medium term, 
program spending is projected to grow in line with the economy. 


Public debt charges are projected to be relatively flat as a share 
of GDP over the forecast horizon, at around 2.0 per cent, before 
falling to 1.8 per cent in 2013-14. 


Fiscal Projections fig 


Introduction 


This chapter presents the Government’s fiscal projections for 2008-09 
to 2013-14. 


e The fiscal projections reflect financial results through September 2008 


and were based on the average private sector economic forecast of 
November 14, 2008. 


e The fiscal projections of four private sector organizations are presented 
separately, allowing a comparison between different views on the fiscal 
outlook. The four private sector organizations used their own economic 
assumptions to prepare their fiscal projections. These forecasts were 
prepared in early November. Private sector projections are presented for 
the current and next five years. . 


e An analysis of the sensitivity of the fiscal projections to economic changes 
and to specific fiscal risks is also presented in this chapter. 
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Changes in the Fiscal Outlook Since 
the February 2008 Budget 


Table 3.1 
Summary of Changes in the Fiscal Outlook 
Since the February 2008 Budget 


Actual Projection 
2007-08 2008-09 2009-10 


(billions of dollars) 


February 2008 budget underlying surplus 10.2 ea) eS) 
Impact of economic and fiscal developments 
Budgetary revenues 


Personal income tax Ors 0.3 -4.0 
Corporate income tax -1.8 “2,0 -3.5 
Other income tax -0.2 -0.1 “0.6 
Goods and services tax , -0.8 -0.7 pie 
Other revenues 0.1 0.0 0.4 
Total revenues -2.1 -3.2 -8.9 
Program expenses! 
Major transfers to persons 0.1 -0.4 =1.2 
Major transfers to other levels of government -0.4 -O.1 -0.4 
Direct program expenses 2.0) 1.3 0.4 
Total program expenses ee 0.9 hel 
Public debt charges -0.2 0.2 28 
Total economic and fiscal developments -0.6 -2.1 ae 
Impact of actions in this Statement 0.6 6.0 
Revised surplus 9.6 0.8 On 


Note: Totals may not add due to rounding. 


' A positive number implies a decrease in spending and an improvement in the budgetary balance. 
A negative number implies an increase in spending and a deterioration in the budgetary balance. 


@ Includes putting Equalization on a sustainable growth path. 
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The Government’s fiscal situation is now weaker than projected at the time 
of the February 2008 budget. This is primarily due to downward revisions 
to the economic forecast, which has resulted in lower projected revenues. 
The negative impact is lessened by actions the Government is taking to — 
protect its fiscal position. Table 3.1 shows the changes to the Government’s 
fiscal position as a result of both economic and fiscal developments since the 
February 2008 budget and the actions taken in this Statement. 


In Budget 2008, the underlying surplus was estimated at $10.2 billion 

for 2007-08, $2.3 billion for 2008-09 and $1.3 billion for 2009-10. The 
final budgetary surplus for 2007-08, at $9.6 billion, was $0.6 billion lower 
than forecast, as lower-than-expected tax revenues were largely offset by 
lower-than-expected program expenses. 


Based on economic and fiscal developments since Budget 2008, revenues are 
now projected to be $3.2 billion lower in 2008-09 and $8.9 billion lower in 
2009-10. The downward revisions reflect both the weaker-than-expected 
2007-08 results and the weaker economic outlook. The downward revisions 
in 2008-09 are driven by revisions to the corporate income tax forecast. 

For 2009-10, all major revenue streams have been revised down, reflecting 
the weaker economic outlook. 


Total program expenses before actions are expected to be lower in 2008-09 
than projected in Budget 2008, largely as a result of lower-than-expected 
direct program expenses. In 2009-10, program expenses are higher than | 
projected as increased Employment Insurance costs and elderly benefits 
outweigh a small downward revision in direct program expenses. 
Equalization costs in both years are somewhat higher than projected 

in the budget. 


Major transfers to persons are expected to be somewhat higher than 
projected in the budget in 2008-09 and 2009-10 due to higher projected 
inflation as well as increased costs for the Employment Insurance program 
reflecting a weaker projected labour market. Transfers to other levels of 
government have been adjusted to reflect the changes to the Equalization 
program outlined by the Minister of Finance at the November 3, 2008 
Federal-Provincial-Territorial Finance Ministers Meeting. Specifically, 
Equalization has been put on a growth path that is in line with the economy, 
and is projected to be higher than forecast in Budget 2008. 
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Direct program expenses before actions are expected to be $1.3 billion 
lower than projected in the budget in 2008-09, as lower-than-expected 
departmental spending in 2007—08 is expected to continue in 2008-09. 
Public debt charges are expected to be $0.2 billion lower than forecast in the 
budget in 2008-09 and $2.8 billion lower than forecast in 2009-10 due to 
lower projected interest rates. 


The Government is taking steps to maintain a balanced budget over the 
coming period of lower growth, although balanced budgets cannot be 
guaranteed. The impact of fiscal actions taken over this and the next five 
years is summarized in Table 3.2. 


As noted in Chapter 2, actions have been taken to support the availability 
of longer-term credit by purchasing up to $75 billion in insured mortgage 
pools through Canada Mortgage and Housing Corporation under the 
Insured Mortgage Purchase Program. This program has the effect of 
increasing public debt and therefore public debt charges. As the interest rate 
charged by the Government is higher than the federal cost of borrowing, 
revenues from this program more than offset the increase in debt charges. 
The net gain from this program is expected to be $0.2 billion in 2008-09, 
increasing to $1.1 billion in 2009-10, and decreasing thereafter. The 
projected budgetary balance is also improved by actions taken to ensure 
effective management of government spending and appropriate public sector 
compensation, and reduced by a temporary reduction in Registered 
Retirement Income Fund (RRIF) withdrawals as described in Chapter 2. 


In summary, changes since the February 2008 budget result in a revised 
underlying surplus of $0.8 billion in 2008-09 and $0.1 billion in 2009-10. 
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Table 3.2 
Actions Affecting the Budgetary Balance 
2008- 2009- 2010- 2011- 2012- 2013- 
2009 2010 2011 2012 2013 2014 
(billions of dollars) 
Insured Mortgage Purchase 
Program (IMPP) | 
Increase in revenue OS 3.3 Bio SZ Oe 2.4 
Increase in public debt 
charges! -0.3 -2.3 -2.6 -2.8 -2.9 -2.2 
Net IMPP OZ 3 ae OM 0.4 Gis 0.3 
Effective management of 
government spending! 43 1.9 1.6 ted lest 
Appropriate public sector 
compensation! 0.6 0.6 0.9 1.0 1.0 LO 
Temporary reduction in 
RRIF minimum withdrawals -0.2 
Total fiscal actions 0.6 6.0 CH) a0 24 C4. 


Note: Totals may not add due to rounding. 


1 A positive number implies a decrease in spending and an improvement in the budgetary balance. 
A negative number implies an increase in spending and a deterioration in the budgetary balance. 
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Summary of Fiscal Projections 


Table 3.3 
Summary Statement of Transactions 


Actual Projection 


2007- 2008- 2009- 2010- 2011- 2012- 2013- 
2008 2009 2010 2011 2012 2013 §=2014 


(billions of dollars) 


Budgetary revenues 2424 723910 248.5 258.9 270.9 283.9 297.3 
Program expenses 199.5 206.6 216.5 224.6 233.4 LAA SO 
Public debt charges 83.3 31.6 31.9 34.3 86.5 36.5 36.2 
Total expenses PISS) PSS). 248.4 258.8 269.8 PHS) 7ASS)) 
Surplus 9.6 0.8 0.1 0.1 ile 4.2 ‘on 
Federal debt! 457.6 456.8 456.7 456.6 455.5 AS2ZO AAs 
Per cent of GDP 
Budgetary revenues 15.8 14.9 15.4 15.3 oe ho Alto) 
Program expenses 13.0 12.9 13.4 13.3 onl 13.0 WS 
Public debt charges 2 2.0 20) 2210) eal 2.0 1.8 
Total expenses Wee 14.9 Wet! Keys} oz 15.0 14.7 
Federal debt 29.8 ZERO 28.3 Piel 25.6 24:2 22.9 


Note: Totals may not add due to rounding. 
! Based on planned debt reduction of $3 billion per year in 2012-13 and 2013-14. 


Table 3.3 summarizes the Government’s fiscal projections for the 
current and next five fiscal years. The underlying surplus is projected to 
be $0.8 billion in 2008-09, $0.1 billion in 2009-10 and $0.1 billion in 
2010-11. It rises to $1.1 billion in 2011-12, $4.2 billion in 2012-13 
and $8.1 billion in 2013-14. 
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Chart 3.1 | 
Revenue-to-GDP Ratio 
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A useful perspective on movements in tax revenues can be obtained 
persp ‘ 
by examining the revenue ratio—total revenues collected by the federal 
y g J 
government in relation to total income in the economy (GDP). This ratio 
is a proxy for the overall federal “tax burden.” 


The revenue ratio is projected to decline from 15.8 per cent in 2007-08 to 
15.2 per cent by 2013—14—its lowest ratio in nearly 50 years. In 2008-09, 
the ratio is projected to decline by nearly a full percentage point, to 

14.9 per cent. This sharp decline reflects both corporate income tax and 
goods and services tax (GST) rate reductions. In addition, the projection 
assumes a One-time negative impact on corporate income tax revenues this 
year, due to a significant increase in corporate losses, which can be carried 
back three years. The increase in 2009-10 is due in part to a sharp increase 
in revenues from the Insured Mortgage Purchase Program discussed in 
Chapter 2. 
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Sources: Department of Finance; Statistics Canada. 


As shown in Chart 3.2, program expenses as a share of GDP rose rapidly 
between 2000-01 and 2004-05. This trend was reversed in 2005-06. 
Program expenses are projected to remain below 13 per cent of GDP this 
year. Program expenses as a share of GDP are expected to increase in 
2009-10. However, this reflects weaker projected GDP growth rather 
than a significant rise in the level of government expenditures. Aside from 
Employment Insurance benefits, which are one of the economy’s main 
automatic stabilizers, providing income replacement benefits to individuals 
who lose their jobs during times of economic weakness, federal program 
expenses are largely invariant to the economic cycle. Infrastructure spending, 
however, is expected to increase significantly, accounting for close to 

one- fifth of the increase in program expenses. 


As GDP growth recovers, the ratio falls gradually over each year of the 
forecast horizon to 12.9 per cent by 2013-14. Public debt charges as a share 
of GDP are relatively flat over the forecast horizon at around 2.0 per cent 
before falling to 1.8 per cent in 2013-14. 


The Government is committed to limiting growth in program spending, on 
average, to below the rate of growth of the economy over the medium term. 
Overall program spending is projected to increase 4.1 per cent annually 
over the next five years, in line with expected growth in nominal GDP. 
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Outlook for Budgetary Revenues 


Table 3.4 
Revenue Outlook 


Actual Projection 


2007— 2008- 2009- 2010- 2011- 2012- 2013- 
2008 2009 2010 2011 2012 2013 = 2014 


(millions of dollars) 
Tax revenues 


Income tax 
Personal income tax 113,063 118,685 121,460 127,365 135,445 143,290 151,330 
Corporate income tax 40,628 34,080 33,090 35,390 35,750 36,765 38,950 
Other income tax HOS Gisilis O20 6,015 6,220 6,510 6,860 
Total income tax 159,384 158,580 160,070 168,770 177,410 186,560 197,145 
Excise taxes/duties 
Goods and services tax 29;920)26;840) 27,640, (29,060) B0)485) SSi,s95) ssy465 
Customs import duties 8,903 4,200 A305 4,640 4,940 D240 ooS0 
Other excise taxes/duties 10,384 10,770 NOSZO  WOy250) NOOR Ol) NO)y2225 
Total excise taxes/duties AAV? Oe Cllome 4202 ONO, S SO mer 5,62 Onn 4 20m 491220 
Total tax revenues 203,591 200,395 202,590 212,700 222,930 233,980 246,365 
Employment Insurance 
premium revenues 1G, OOM 10,000 WO SON mMifR Oca mal/AOfOMmnIOnIn OimliavooO 
Other revenues ZEN ZENS 28,550 28,525 30/840, 31,840) 32,205 


Total budgetary revenues 242,420 239,080 248,490 258,895 270,940 283,930 297,260 
Per cent of GDP 


Personal income tax 7.4 14 15S) (Go a6 Tal 1th 
Corporate income tax 2.6 2 2.0 2 20) 2.0 210} 
Goods and services tax 1.9 Wott ai et sliee ini ile 
Total tax revenues Gas: WZ ees 12.6 WAS 12.5 12.6 
Employment Insurance 
premium revenues is 1.0 il 1,10) 120 1.0 1.0 
Other revenues ‘lide 1.4 se Asi sie 1.6 
Total OLS 14.9 15.4 Ow No.2 WO WO 


Total absent Insured 
Mortgage Purchase Program ieee) 14.9 WO 12 15:1 15.0 - ik) 


Note: Totals may not add due to rounding. 
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Table 3.4 sets out the Government’s projection for budgetary revenues. 
Budgetary revenues are expected to decline by 1.4 per cent in 2008-09, 
largely due to corporate income tax and GST rate reductions. In addition, 
the projection assumes a one-time negative impact on corporate income 
tax revenues this year due to a significant increase in corporate losses, 
which can be carried back three years. Revenues are projected to increase 
by 4.0 per cent in 2009-10, boosted by the effect of the Insured Mortgage 
Purchase Program. With the projected recovery in nominal GDP growth 
over the remainder of the planning period, revenue growth is projected 

to average 4.6 per cent per year starting in 2010-11. 


Personal income tax revenues—the largest component of budgetary 
revenues—are projected to increase by $5.6 billion, or 5.0 per cent, to 
$118.7 billion in 2008-09. Over the planning period, personal income 
tax revenues increase somewhat faster than growth in GDP, reflecting 
the progressive nature of the income tax system combined with real 
income gains. 


Corporate income tax revenues, which grew 7.6 per cent in 2007-08, 

are expected to decline by 16.1 per cent, to $34.1 billion, in 2008-09, 
reflecting the 1.5-percentage-point reduction in the general corporate 
income tax rate, the acceleration of the reduction in the small business rate 
to 11 per cent and the elimination of the corporate surtax, all effective 
January 1, 2008. In addition, corporate income tax refunds are expected 
to increase sharply this year, as corporations with large losses apply these 
losses to taxable income from previous tax years. In 2009-10, corporate 
income tax revenues are projected to decline by 2.9 per cent, mainly 
reflecting a projected decline in profits in 2009, as well as an additional 
0.5-percentage-point reduction in the general corporate income tax rate 
effective January 1, 2009. Over the remainder of the planning period, 
corporate income tax revenue growth is projected to average 4.2 per cent 
per year, as stronger projected growth in profits is partially offset by ongoing 
income tax rate reductions through 2012. 


Other income tax revenues—largely withholding taxes levied on non- 
residents—are expected to increase by 2.1 per cent to $5.8 billion in 
2008-09. Other income tax revenues are projected to decline in 2009-10, 
reflecting the impact of a slowing economy, the impact of the phase-out of 
the withholding tax on non-arm’s length interest payments to the U.S. 
under the Fifth Protocol to the Canada-U.S. Tax Treaty, and the elimination 
as of 2008 of the withholding tax on arm’s length interest payments to all 
non-residents. 
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GST revenues are expected to decline by 10.3 per cent to $26.8 billion 
in 2008-09, largely reflecting the reduction in the GST rate to 5 per cent 
effective January 1, 2008. GST revenues are generally projected to grow 
in line with the taxable consumption base starting in 2009-10. 


Customs import duties are projected to increase by 7.6 per cent to 

$4.2 billion in 2008-09, consistent with projected growth in imports. 
Growth in both imports and customs import duties is projected to moderate 
to below 4 per cent in 2009-10, then to return to an annual average of 
about 6 per cent over the remainder of the planning period. 


Other excise taxes and duties are projected to increase by 3.7 per cent in 
2008-09, to $10.8 billion. Other excise taxes and duties are projected to 
decline, on average, over the remainder of the planning period, due in part 
to projected declines in tobacco consumption. 


Employment Insurance (EI) premium revenues are expected to decline 

by 0.4 per cent to $16.5 billion in 2008-09, reflecting the decline in the 
premium rate from $1.80 to $1.73 per $100 of insurable earnings effective 
January 1, 2008, and the recent announcement that the rate will be 
maintained at $1.73 per $100 of insurable earnings in 2009. Consistent 
with the break-even principle, EI premiums are assumed to match projected 
EI program costs from 2010 to 2014. Once the legislation governing the 
new EI financing regime introduced in Budget 2008 is brought into force, 
the premium rate will be set by the Canada Employment Insurance 
Financing Board, such that EI revenues and expenditures break even 

over time. 


Other revenues include those of consolidated Crown corporations, net 
gains/losses from enterprise Crown corporations, foreign exchange 
revenues, returns on investments and proceeds from the sales of goods 
and services. These revenues are volatile, owing partly to the impact of 
exchange rate movements on the Canadian-dollar value of foreign- 
denominated interest-bearing assets and to net gains/losses from enterprise 
Crown corporations. In 2008-09, other revenues are expected to decrease 
by 0.6 per cent to $22.1 billion. Other revenues are projected to increase 
significantly by 29.0 per cent in 2009-10, largely due to the revenues 
associated with purchasing insured mortgage pools under the Insured 
Mortgage Purchase Program. 
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Outlook for Program Expenses 


Table 3.5 
Program Expenses Outlook 
Actual Projection 
2007—- 2008— 2009- 2010- 2011- 2012- 2013- 
2008 2009 2010 2011 2012 2013 2014 
(millions of dollars) 
Major transfers to persons 
Elderly benefits 31,955 33,495 30,199 ~36,695 88/565) -40)785  "42'905 
Employment Insurance 
benefits! A298 arts 16.575) © 16,885 SHG 225 " e720 <ineo0 
Children’s benefits 11,894 11,930 WAACISS 2 Olsy AAO) Bah 1S) 
Total 58,147 60,840 63,835 65,3380 67,315 69,980 72,690 
Major transfers to other 
levels of government 
Federal transfers in support 
of health and social 
programs SIG46) 88;825 35,105 36,860 38,715 40,680 42,750 
Fiscal arrangements® 14,603 15,110 15,940 16490 17,105 17,940 18,850 
Other 2,145 
Alternative Payments for 
Standing Programs IA) =Bh ile SCZ ON O05 =3,010' . -3,825 -4:010 
Canada’s cities and 
communities 778 1,000 2,000 2,000 2,000 2,000 2,000 
Total 46,152 46,285 49,820 51,950 54,210 56,790 59,590 
Direct program expenses CoG OO Silo 1028655 107.270 Tihesa te 425. 120.680 
Total program expenses 199,498 206,640 216,520 224,550 233,355 248,195 252,965 
Per cent of GDP 
Major transfers to persons 3.8 3.8 4.0 3.9 3.8 3./ ow 
Major transfers to other 
levels of government 3.0 2.9 3.1 3.1 3.0 3.0 3.0 
Direct program expenses Or 6.2 6.4 6.4 6.3 6.2 6.2 
Total program expenses 13.0 12.9 13.4 13:3 13.1 13.0 12.9 


Note: Totals may not add due to rounding. 


' El benefits include regular El benefits, sickness, maternity, parental, compassionate care, fishing and 
work-sharing benefits, and employment benefits and support measures. These represent 90 per cent 
of total El program expenses. The remaining El program costs (amounting to $1.7 billion in 2006-07) 
relate to administration costs. 


2 Fiscal arrangements include Equalization, Territorial Formula Financing, the Youth Allowances Recovery 


and statutory subsidies. 
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Table 3.5 provides an overview of the Government’s projections for 
program expenses. Program expenses are expected to grow by 3.6 per cent 
in 2008-09 and 4.8 per cent in 2009-10. Growth is rae pe to average 
4.1 per cent per year over the planning period. 


Program expenses consist of three major components: major transfers 
to persons, major transfers to other levels of government and direct 
program expenses. 


Major transfers to persons consist of elderly, EI and children’s benefits. 


¢ Elderly benefits are projected to grow by $1.5 billion, or 4.8 per cent, 
to $33.5 billion in 2008-09. In the following five years, elderly benefits 
are projected to grow by an average of 5.1 per cent per year, reflecting the 
growth in the elderly population and changes in consumer prices, to 
which benefits are fully indexed. 


e EI benefits are projected to increase by 7.8 per cent to $15.4 billion 
in 2008-09 and by another 7.5 per cent to $16.6 billion in 2009-10, 
reflecting projected significant increases in the number of unemployed as 
well as the indexation of maximum insurable earnings to the growth in 
the average industrial wage, which results in growth in the maximum 
weekly benefit. 


e Children’s benefits, which consist of the Canada Child Tax Benefit 
(CCTB) and the Universal Child Care Benefit, are expected to 
remain at $11.9 billion in 2008-09. The growth in children’s benefits 
is largely determined by the growth in the number of children and 
changes in consumer prices, to which the CCTB is indexed, offset 
by growth in incomes. 


Major transfers to other levels of government in 2008-09 are projected to 
be $0.1 billion, or 0.3 per cent, higher than in 2007-08. The $2.0-billion 
increase in transfers in support of health and social programs and the 
$0.5-billion increase in fiscal arrangements in 2008-09 more than offset 
the one-time payments totalling $2.1 billion in 2007—08 to provinces and 
territories in support of community development, public transit, police 
officer recruitment and carbon storage. Over the next five years, major 
transfers to other levels of government are projected to increase from 
$46.3 billion in 2008-09 to $59.6 billion in 2013-14, averaging 
5.2-per-cent growth per year. This growth reflects the impact of rising 
transfers for health, Equalization and Territorial Formula Financing. 
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Equalization has been put on a new sustainable growth path and will 
grow in line with the economy, increasing to $14.2 billion in 2009-10 
from $13.6 billion in 2008-09. The growth in overall entitlements 

for 2009-10 is based on the average annual growth of GDP in 2007, 
2008 and 2009. 


Direct program expenses include expenses for National Defence and Crown 
corporations, transfers administered by departments (for example transfers 
for farm income support and Aboriginal programming) and departmental 
operating costs. The growth in direct program expenses reflects the impact 
of previous measures as no increases to direct program expenses are being 
introduced in this Statement. Direct program expenses are, projected to 
grow by $4.3 billion or 4.5 per cent in 2008-09 and by $3.4 billion or 

3.4 per cent in 2009-10. This includes significant growth in infrastructure 
funding, as outlined in Chapter 2. 
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Debt-to-GDP Ratio on Track to 25 Per Cent 
by 2012-13 


Chart 3.3 

Federal Debt-to-GDP Ratio 
(Public Accounts Basis) 

per cent of GDP 
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Sources: Department of Finance; Statistics Canada. 


The federal debt-to-GDP ratio, which measures the debt in relation to the 
size of the economy, stood at 29.8 per cent in 2007-08, its lowest level 
since 1981-82. Taking into account planned debt reduction, along with 
the projected growth of the economy, the debt-to-GDP ratio is expected 
to fall below 25 per cent in 2012-13, one year later than projected in 
Budget 2008. 
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Private Sector Five-Year Fiscal Projections 


To provide context for the Government’s fiscal projections, four private sector 
organizations developed their own fiscal projections based on existing policy: 
the Conference Board of Canada, the Policy and Economic Analysis Program of 
the University of Toronto, Global Insight and the Centre for Spatial Economics. 


The four organizations prepared their fiscal projections based on their own 
individual economic forecasts and information publicly available as of early 
November. The forecasts for direct program expenses and transfers to other 
levels of government were provided by the Department of Finance. The 
private sector organizations were asked to set EI premiums at levels sufficient 
to cover EI program costs from 2010 onwards. In preparing its fiscal projections 
the Government had access to financial results for September 2008, which 
were not available to the four private sector organizations when they 
completed their projections. 


y) 


In addition, the private sector projections, shown in Chart 3.4, were 
subsequently raised by the net impact of actions announced in this 
Statement, which are $0.6 billion in 2008-09, $6.0 billion in 2009-10 and 
$2.4 billion by 2013-14 (Table 3.2). While these adjustments raise the 
projected budgetary balance levels, as shown in Chart 3.5, they do not have 
an impact on the variation among the private sector projections. 


Chart 3.4 = 
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The range between the lowest and highest projection is $1.3 billion in 
2008-09 and $11.6 billion in 2009-10. The significant range between 
projections in 2009-10 is primarily due to very different views of the extent 
of the economic slowdown in 2009. The range narrows over the planning 
period as all four organizations project a recovery in economic conditions. 


The range in the private sector fiscal forecasts highlights the uncertainty 
around the economic and fiscal forecasts. Small changes in revenues and 
expenditures can lead to significant changes in the Government’s budgetary 
balance. For example, if both. revenues and expenses differ by 1 per cent 
from what was projected in 2008-09, the impact on the Government’s 
budgetary balance would be $4.8 billion. 


Chapter 1 describes the risks to the economic forecast. Changes in economic 
conditions have a direct impact on the Government’s budgetary balance. 

In addition, the translation of economic developments into changes in 
spending and tax revenues includes a degree of uncertainty. The following 
two sections provide an overview of the sensitivity of the fiscal situation 

to both of these sources of uncertainty. 


Chart 3.5 
Private Sector Surplus Projections After Fiscal Actions 
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Sensitivity of the Budget Balance 
to Economic Shocks 


Changes in economic assumptions affect the projections for revenues and 
expenses. The following tables illustrate the sensitivity of the budgetary 
balance to a number of economic shocks: 


e A one-year, 1-percentage-point decrease in real GDP growth driven 
equally by lower productivity and employment growth. 


e A decrease in nominal GDP growth resulting solely from a one-year, 
1-percentage-point decrease in the rate of GDP inflation. 


e A sustained 100-basis-point decrease in all interest rates. 


These sensitivities are generalized rules of thumb that assume any 

decrease in economic activity is proportional across income and expenditure 
components. EI premium rates are assumed to be fixed during the first 
calendar year in which the shock occurs, and to adjust for subsequent years, 
such that EI revenues exactly offset program expenses, consistent with 
legislation governing EI rate setting. Equal and opposite impacts would 
result from an increase of equal magnitude in real or nominal GDP 

growth and interest rates. 
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Table 3.6 

Estimated Impact of a One-Year, 1-Percentage-Point 
Decrease in Real GDP Growth on Federal Revenues, 
Expenses and Budgetary Balance 


Year 1 Year 2 Year 5 


(billions of dolllars) 
Federal revenues 
Tax revenues 


Personal income tax -1./ -1.8 -2.1 
Corporate income tax -0.4 -0.4 -0.4 
Goods and services tax -0.3 -0.3 =0:3 
Other tax revenues “0.2 -0.2 -0,2 
Total tax revenues “216 -2.0 -3.1 
Employment Insurance premium revenues -0.1 0.7 0.8 
Other revenues 0.0 0.0 0.0 
Total budgetary revenues “2.1 -2.0 -2.4 


Federal expenses 
Major transfers to persons 


Elderly benefits 0.0 0.0 0.0 
Employment Insurance benefits 0.6 0.6 O7 
Children’s benefits 0.0 0.0 0.0 
Total 0.6 0.6 0.7 
Other program expenses -0.1 -0.2 -0.4 
Public debt charges 0.0 Oy 0.4 
Total expenses OS 0.6 are 
Budgetary balance -3.2 -2.6 -3.1 


Note: Numbers may not add due to rounding. 
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A 1-percentage-point decrease in real GDP growth reduces the budgetary 
balance by $3.2 billion in the first year, $2.6 billion in the second year and 
$3.1 billion in the fifth year. 


e Tax revenues from all sources fall by a total of $2.6 billion in the first year, 
$2.7 billion in the second year and $3.1 billion by the fifth year. Personal 
income tax revenues decrease as employment and wages and salaries fall. 
Corporate income tax revenues fall as output and profits decrease. 

GST revenues decrease as a result of lower consumer spending associated 
with the fall in employment and personal income. 


e For the purpose of the simulations, it is assumed that EI premium rates 
are increased in the second year such that EI premiums cover EI program 
costs, which are higher due to the weaker economy. 


¢ Expenses rise, mainly reflecting higher EI benefits (due to an increase in 
the number of unemployed) and higher public debt charges (reflecting a 
higher stock of debt due to the lower budgetary balance). 


102 


Table 3.7 


Fiscal Projections ube 


Estimated Impact of a One-Year, 1-Percentage-Point 
Decrease in GDP Inflation on Federal Revenues, 


Expenses and Budgetary Balance 


Year 1 Year 2 Year 5 
(billions of dolllars) 
Federal revenues 
Tax revenues 
Personal income tax en -1.5 -1.5 
Corporate income tax -0.4 -0.4 -0.4 
Goods and services tax -0.3 -0.3 -0.3 
Other tax revenues -0.2 -0.2 -0.2 
Total tax revenues -2.6 -2.4 Bea) 
Employment Insurance 
premium revenues -0.1 -0.4 -0.1 
Other revenues -0.1 -0.1 -0.1 
Total budgetary revenues 22:1 22:0 “2:8 
Federal expenses 
Major transfers to persons 
Elderly benefits -0.2 -0.4 -0.4 
Employment Insurance benefits -0.1 -0.1 -0.1 
Children’s benefits -0.1 -0.1 -0.1 
Total -0.4 -0.6 -0.6 
Other program expenses -0.3 -0.4 -0.8 
Public debt charges -0.3 0.1 0.2 
Total expenses -1.0 -0.8 -1.2 
Budgetary balance -1.7 -1.7 -1.6 


Note: Numbers may not add due to rounding. 
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A 1-percentage-point decrease in nominal GDP growth resulting solely from 
lower GDP inflation (assuming that the Consumer Price Index moves in line 
with GDP inflation) lowers the budgetary balance by $1.7 billion in the first 
year, $1.7 billion in the second year and $1.6 billion in the fifth year. 


e Lower prices result in lower nominal income and, as a result, personal 
income tax, corporate income tax and GST revenues all decrease, 
reflecting declines in the underlying nominal tax bases. For the other 
sources of tax revenue, the negative impacts are similar under the real 
and nominal GDP shocks. EI premium revenues decrease marginally in 
the price shock in response to lower earnings. However, unlike the real 
GDP shock, EI benefits do not rise since unemployment is unaffected 
by price changes. 


e Partly offsetting lower revenues are the declines in the cost of statutory 
programs that are indexed to inflation, such as elderly benefit payments 
and the Canada Child Tax Benefit, as well as federal wage and non-wage 
expenses. Payments under these programs are smaller if inflation is lower. 
Public debt charges decline in the first year due to lower costs associated 
with Real Return Bonds, then rise due to the higher stock of debt. 


Table 3.8 

Estimated Impact of a Sustained 100-Basis-Point 
Decrease in All Interest Rates on Federal Revenues, 
Expenses and Budgetary Balance 


Year 1 Year 2 Year 5 


(billions of dolllars) 


Federal revenues -0.7 -0.9 “1.3 
Federal expenses =1.5 -2.1 -2./ 
Budgetary balance 0.8 ee 1.4 


Note: Numbers may not add due to rounding. 


A decrease in interest rates raises the budgetary balance by $0.8 billion in 
the first year, $1.2 billion in the second and $1.4 billion in the fifth. The 
improvement stems entirely from decreased expenses associated with public 
debt charges. The impact on debt charges rises through time as longer-term 
debt matures and is refinanced at lower rates. Moderating the overall impact 
is a fall in revenues associated with the decrease in the rate of return on the 
Government’s interest-bearing assets, which are recorded as part of non-tax 
revenues. This becomes significant in the fifth year, rising to $1.3 billion. 
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Risks to the Fiscal Projections 


Additional uncertainty also arises from the translation of economic forecasts 
into spending and tax revenue projections, as growth in tax bases does not 
always translate in a predictable way into tax revenues. 


The following are the key sources of uncertainty: 


e Personal and corporate income tax revenues are sensitive to changes in 
investment income and taxable capital gains income, both of which 
can vary significantly with changes in market conditions and are subject to 
taxpayers’ decisions to realize capital gains or losses. Unlike wages and 
salaries, where personal income tax is withheld at source, information on 
the impact of changes in investment and capital gains income in 2008 will 
only be available when returns are filed in the spring of 2009. The delay is 
even longer for information on corporate income taxes. To the extent that 
current and future market conditions have a greater impact on investment 
and capital gains income than projected, personal and corporate income 
tax revenues will be lower. 


e Net corporate profits are projected to decline in 2009. This could lead 
to an increase in losses, which corporations could carry back 3 years or 
forward 20 years to reduce taxes owing in current or future years. This 
would have a negative impact on the average effective tax rate. To 
the extent that the impact of a decline in the average effective tax rate 
for sectors with growing losses outweighs the impact of an increase in 
the average effective tax rate for sectors that continue to record growth 
in profitability, corporate income tax revenues could be lower than projected. 


e Given the uncertainty surrounding the global economic outlook, 
commodity prices could be weaker than projected, which would have a 
negative impact on tax revenues. 


¢ On the expense side, the extent to which departments and agencies 
do not fully use all of the resources appropriated by Parliament varies 
from year to year and can materially affect the fiscal outcome. As 
announced in this Statement, actions will be taken to better align 
departmental appropriations with spending requirements on an ongoing 
basis. In addition, during the course of the fiscal year, departments and 
agencies often incur liabilities for which no payments are made. These 
liabilities are recognized throughout the year and are updated following 
the close of the fiscal year as part of the normal year-end accrual 
adjustments. Changes in estimates of liabilities can be significant. 
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Summary 


This annex takes a broad look at Canada’s fiscal performance, presenting an 
analysis for both the federal and provincial-territorial orders of government 
as well as international comparisons. 


Fiscal Performance of Canada’s Federal 
and Provincial-Territorial Governments 


The fiscal situation of the federal and provincial-territorial governments 
has improved markedly over the past decade. 


e The federal government posted a surplus of $9.6 billion in 2007-08, 
its 11th consecutive surplus, and is projecting a surplus of $0.8 billion 
in 2008-09. 


e Provincial-territorial governments posted an aggregate surplus of 
$11.2 billion in 2007-08, their seventh surplus in the past nine years. 
For 2008-09, the provincial-territorial sector is forecasting a surplus of 
$5.8 billion, with 10 of the 13 provinces and territories projecting 
balanced budgets or better. 


¢ Ongoing surpluses have enabled a significant reduction in the debt 
burdens of the federal and provincial-territorial governments, and along 
with it, a sharp decline in the fiscal resources needed to service public debt. 


— The federal debt-to-GDP (gross domestic product) ratio is expected 
to fall to 28.5 per cent in 2008-09, a decline of 40 percentage points 
from its peak in 1995-96. Meanwhile, the provincial-territorial debt- 
to-GDP ratio is expected to fall to 17.4 per cent in 2008-09, a decline 
of 11.8 percentage points from its peak in 1999-2000. 


— For 2008-09, it is projected that just 13.2 cents of each federal revenue 
dollar will be required to service the debt, a decline of more than 
24 cents from the peak in 1990-91. For provincial-territorial 
governments, the ratio has declined to just 7.5 cents per revenue dollar, 
down almost 7 cents from the most recent peak in 1998-99. 


¢ The improved fiscal position of the federal government has allowed 
it to significantly increase cash transfers to the provinces and territories. 


— Federal cash transfers to the provinces and territories have been the 
fastest-growing component of federal spending over the past nine years, 
increasing at an average annual rate of 8 per cent. As a result, these 
transfers have risen to more than 19 per cent of federal spending in 
2008-09, their highest level in more than 30 years. 
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Canada’s Fiscal Performance 
in an International Context 


To enable international comparisons, the Organisation for Economic 
Co-operation and Development (OECD) publishes National Accounts data 
for the total government sector. For Canada, the figures include the federal, 
provincial-territorial and local government sectors, as well as the Canada 
Pension Plan and the Québec Pension Plan. Based on OECD data, Canada’s 
fiscal position remains strong relative to the other Group of Seven (G7) 
countries (United States, United Kingdom, France, Germany, Japan 

and Italy). 


e In 2007 Canada recorded a total government surplus of 1.4 per cent of 
GDP, and the OECD estimates that Canada will be the only G7 country 
in surplus in 2008. 


e A small budgetary deficit is forecast for 2009 on a total government basis 
due to the impact of slower economic growth on government revenues 
and expenditures. 


¢ Canada has posted the strongest record on debt reduction in the G7, with 
the total government net debt-to-GDP ratio falling almost 50 percentage 
points since 1995. 
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The federal and provincial-territorial governments 
have posted a strong fiscal performance 
over the past decade 


Chart A1.1 
Federal and Provincial-Territorial Budgetary Balances 
(Public Accounts Basis) 


per cent of GDP 
2 Ws —— mt: 


—~ Federal ~ 
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Note: For this and subsequent charts, figures for the combined provincial-territorial sector for 2007-08 are estimates. 
1 Projection. 


Sources: Federal and provincial-territorial Public Accounts and budgets. 


Both the federal and provincial-territorial governments have posted a 
strong fiscal track record over the past decade. In 2007-08, the federal 
government posted a $9.6-billion surplus, its 11th consecutive surplus, 
while provincial-territorial governments posted an $11.2-billion surplus, 
their seventh aggregate surplus in the past nine years. 


For 2008-09, despite the emerging economic weakness, the federal 
government is projecting a surplus of $0.8 billion, while the provincial- 
territorial sector is forecasting an aggregate surplus of $5.8 billion, 

or 0.4 per cent of GDP. This would mark the fifth consecutive year that 
the aggregate provincial-territorial surplus exceeds the federal surplus. 
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The federal government and almost all 
provincial-territorial governments recorded 
surpluses in 2007-08 


r 
Chart A1.2 


Federal and Provincial-Territorial Budgetary Balances in 2007-08 
(Public Accounts Basis) 


per cent of GDP 
4 


zal 


N.L. N.W.T. Y.T. Alta. B.C. N.S. Sask. Man. Prov- Fed. N.B. Ont. Que. PE. Nun. 
terr 


Note: Figures for Newfoundland and Labrador, Prince Edward Island and Nunavut are estimates. 
Sources: Federal and provincial-territorial Public Accounts and budgets. 


All but one jurisdiction recorded better-than-expected fiscal results in 
2007-08 relative to the forecasts contained in their 2007 budgets, due 

in large part to higher-than-forecast revenues. The improvements are not 
limited to resource-rich provinces, as provinces with a large manufacturing 
base also posted better-than-expected results. 


When the budgetary surpluses are expressed as a share of GDP, which 
enables country-wide comparisons that take into account the varying sizes 
of jurisdictions, more than half of the provinces and territories recorded 
budgetary surpluses of 1.0 per cent of GDP or more in 2007-08. 


Ten of the 13 provinces and territories expect at least balanced budgets 
in 2008-09. 
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Federal and provincial-territorial debt burdens 
have declined substantially... 


Chart A1.3 4 
Federal and Provincial-Territorial Debt 
(Public Accounts Basis) 
per cent of GDP 
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ee \_ Federal 
60 — ——s (os ——- sate = - 
50 = =e eae = = = 
40 - => SS 
Provincial-territorial 

0 
20 
10: = — — ee 2 : 
0 | | | | } | | | | | | | | | 

1986- 1988- 1990- 1992- 1994—- 1996- 1998- 2000- 2002- 2004- 2006- 2008- 
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' Projection. 
Sources: Federal and provincial-territorial Public Accounts and budgets. 


e The federal and provincial-territorial governments have made significant 
progress in reducing their debt burdens. 


e The provincial-territorial debt-to-GDP ratio is expected to fall to 
17.4 per cent in 2008-09, down from its peak of 29.2 per cent in 
1999-2000: 


e The federal debt-to-GDP ratio is expected to fall to 28.5 per cent in 
2008-09. Although it is significantly lower than its peak of 68.4 per cent in 
1995-96, it remains higher than the provincial-territorial debt-to-GDP ratio. 
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...resulting in a continued decline in debt charges 
as a Share of total revenues 


| Chart A1.4 
Federal and Provincial-Territorial Debt Charges 
(Public Accounts Basis) 


per cent of total revenues 
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‘Projection. 
Sources: Federal and provincial-territorial Public Accounts and budgets. 


¢ Sound fiscal and monetary policies have helped reduce and keep interest 
rates low in Canada. 


e Together with a significant reduction in public debt, this means that the 
federal and provincial-territorial governments are spending less of their 
revenues on debt-servicing costs. 


¢ At the peak in 1990-91, 37.6 cents of each federal revenue dollar went 
to service the federal debt. This ratio is expected to fall to 13.2 cents 
in 2008-09, the lowest level since the late 1970s. 


Provincial-territorial governments continue to face much lower debt 
charges than the federal government. In 2008-09 they are expected to 
spend 7.5 cents of each revenue dollar on debt-servicing costs, down 
almost 7 cents from the most recent peak in 1998-99. 
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Improved federal finances have enabled major 
investments in cash transfers to the provinces 
and territories 


Chart A1.5 


Federal Cash Transfers to Provincial-Territorial Governments 
(Public Accounts Basis) 


per cent of federal spending billions of dollars 
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Note: Does not include one-time transfers. 


The improvement in its finances has enabled the federal government 
to significantly increase cash transfers to the provinces and territories. 


Since 1999-2000, federal cash transfers to provincial and territorial 
governments have been the fastest-growing component of federal 
spending, growing at an average annual rate of 8 per cent. 


As a result, in 2008-09, cash transfers are at an all-time high and have 
risen to more than 19 per cent of federal spending, their highest level 
in more than 30 years. 


These transfers are expected to continue to increase as a share of federal 
spending in the coming years, reflecting the Government’s policies that 
restored fiscal balance. 
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Canada’s fiscal position remains strong 
relative to other G7 countries 


Chart A1.6 
Total Government Financial Balances' 
(National Accounts Basis) 


per cent of GDP 
2 - - - — ~ —_ ~ ee — 


[2007 [12008 (estimate) MH 2009 (projection) 


G7 average Germany Japan Italy France United United Canada 
Kingdom States 


'The OECD uses the term “financial balance” to mean “budgetary balance.” 
Source: OECD Economic Outlook, No. 84 (November 2008). 


e International comparisons rely on the standardized System of National 
Accounts estimates for the total government sector (i.e. the combined 
national and sub-national levels). The OECD produces a complete series 
of estimates based on this system. These figures facilitate international 
comparisons by taking into account two important factors: differences in 
accounting methods among countries, which affect the comparability of 
data, and differences in financial responsibilities among orders of 
government within countries. 


° In 2007, Canada recorded a total government surplus of 1.4 per cent of 
GDP, which reflects surpluses at the federal and provincial-territorial-local 
levels, as well as in the Canada Pension Plan (CPP) and Québec Pension 
Plan (OPP): 


° For 2008, the OECD estimates that Canada will be the only G7 country 
to record a total government surplus. 
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e Reflecting the deteriorating global economic outlook, budgetary balances 
in all G7 nations are expected to worsen in 2009. Canada is no exception 
in this regard, and is projected by the OECD to record a small total 
government deficit of 1.3 per cent of GDP in 2009. However, Canada’s 
fiscal position remains strong relative to other G7 countries. 


¢ The projected deficit for Canada in 2009 should not be confused with the 
surplus of $0.1 billion forecast for the federal government in 2009-10. 


— The OECD projections are presented on a National Accounts basis, 
which is different from the projections included in this Economic and 
Fiscal Statement, which are prepared on a Public Accounts basis. 


— The OECD projections are on a total government basis and therefore 
include the projected budgetary balances of provincial-territorial and local 
governments, as well as the CPP and QPP. 
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Canada’s debt reduction has been remarkable 
by international standards 


Chart A1.7 j 
Total Government Net Debt 
(National Accounts Basis) 


per cent of GDP : 
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' Adjusted to exclude certain government employee pension liabilities to enhance comparability with other 
countries’ debt measures. 

Sources: OECD Economic Outlook, No. 84 (November 2008); U.S. Federal Reserve Board, Flow of Funds Accounts 

of the United States (September 2008); Department of Finance calculations. 


¢ In 1995, Canada’s total government net debt stood at almost 71 per cent 
of GDP, the second highest in the G7. Since 2004, Canada has had the 
lowest ratio of total government net debt to GDP in the G7. 


e The OECD estimates that Canada’s ratio will decrease further to 
22.3 per cent in 2008, a decline of almost 50 percentage points from 
its peak in 1995 and less than half of the average for all G7 countries. 
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Draft Legislation 


1. (1) The Income Tax Act is amended by adding the following after 
section 60.02: 


Additions to clause 60(/)(v)(B.2) for 2008 


60.021 (1) In determining the amount that may be deducted because 
of paragraph 60(/) in computing a taxpayer’s income for the 2008 taxation 
year, clause 60(/)(v)(B.2) shall be read as follows: 


“(B.2) the total of all amounts each of which is 


(I) . the taxpayer’s eligible amount (within the meaning assigned 
by subsection 146.3(6.11)) for the year in respect of a registered 
retirement income fund, 


(II) the taxpayer’s eligible RRIF withdrawal amount (within the 
meaning assigned by subsection 60.021(2)) for the year in respect 
of a registered retirement income fund, or 


(IIL) the taxpayer’s eligible variable benefit withdrawal amount 
(within the meaning assigned by subsection 60.021(3)) for the 
year in respect of an account of the taxpayer under a money 
purchase provision of a registered pension plan,” 


Meaning of eligible RRIF withdrawal amount 


(2) A taxpayer’s eligible RRIF withdrawal amount for a taxation year in 
respect of a registered retirement income fund under which the taxpayer 
is the annuitant at the beginning of the taxation year is 


(a) except where paragraph (0) applies, the amount determined by 
the formula 


Aves 
where 
A is the lesser of 


(i) the total of all amounts included, because of subsection 
146.3(5), in computing the income of the taxpayer for the 
taxation year in respect of amounts received out of or under the 
fund (other than an amount paid by direct transfer from the fund 
to another fund or to a registered retirement savings plan), and 
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(ii) the amount that would, in the absence of subsection 146.3(1.1), 
be the minimum amount under the fund for the taxation year, and 


B is the minimum amount under the fund for the taxation year; and 
(b) if the taxpayer attained 70 years of age in 2007, nil. 
Meaning of eligible variable benefit withdrawal amount 


(3) A taxpayer’s eligible variable benefit withdrawal amount for a 
taxation year in respect of an account of the taxpayer under a money 
purchase provision of a registered pension plan is the amount determined 
by the formula 


A-B-C 
where 
A is the lesser of 


(a) the total of all amounts each of which is the amount of a 
retirement benefit (other than a retirement benefit permissible under 
any of paragraphs 8506(1)(a@) to (e) of the Regulations) paid from 
the plan in the taxation year in respect of the account and included, 
because of paragraph 56(1)(a@), in computing the taxpayer’s income 
for the taxation year; and 


(0) the amount that would, in the absence of paragraph 8506(7)(d) 
of the Regulations, be the minimum amount for the account for the 
taxation year, 


B is the minimum amount for the account for the taxation year, and 


C is the total of all contributions made by the taxpayer under the 
provision and designated for the purposes of subsection 8506(10) 
of the Regulations. 


(2) If this Act is assented to after January 30, 2009, amounts paid 
by a taxpayer, to a registered retirement savings plan or registered 
retirement income fund under which the taxpayer is the annuitant, 
during the period that begins on March 2, 2009 and that ends on the 
day that is 30 days after the day on which this Act is assented to, are 
deemed for the purpose of paragraph 60(/) of the Income Tax Act to 
have been made on March 1, 2009, and not when they were actually 
made, except that the amounts so deemed shall not exceed the total 
of all amounts each of which is 
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(a) the taxpayer’s eligible RRIF withdrawal amount for 2008 
in respect of a registered retirement income fund, or 


(d) the taxpayer’s eligible variable benefit withdrawal amount 
for 2008 in respect of an account of the taxpayer under a money 
purchase provision of a registered pension plan. 


2. Section 146.3 of the Act is amended by adding the following 
after subsection (1): 


Adjusted minimum amount for 2008 


(1.1) The minimum amount under a retirement income fund for 2008 
is 75 per cent of the amount that would, in the absence of this subsection, 
be the minimum amount under the fund for the year. 


Exceptions 
(1.2) Subsection (1.1) does not apply to a retirement income fund 


(a) for the purposes of subsections (5.1) and 153(1) and the 
definition “periodic pension payment” in section 5 of the 
Income Tax Conventions Interpretation Act, nor 


(0) if the individual who was the annuitant under the fund on 
January 1, 2008 attained 70 years of age in 2007. 


3. (1) Subsection 8506(7) of the Income Tax Regulations and the 
heading before it are replaced by the following: 


Special rules for minimum amount 


(7) The minimum amount for a member’s account under a money 
purchase provision of a registered pension plan for a calendar year is 


(a) nil, if an individual who is either the member or the specified 
beneficiary of the member for the year in relation to the provision 


(i) is alive at the beginning of the year, and 


(ii) had not attained 71 years of age at the end of the preceding 
calendar year; and 
(0) if paragraph (a) does not apply and the year is 2008, 75 per cent 
of the amount that would, in the absence of this subsection, be the 
minimum amount for the account for the year. 
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(2) Section 8506 of the Regulations is amended by adding 
the following after subsection (8): 


Re-contribution — adjusted minimum amount for 2008 


(9) Ifa contribution made by a member of a registered pension plan and 
credited to the member’s account under a money purchase provision of the 
plan complies with the conditions in subsection (10), the contribution 


(a) is deemed to have been made in accordance with the plan 
as registered; 
(b) is to be disregarded for the purposes of paragraph (2 )(c.1); and 
(c) is deemed to be an excluded contribution for the purposes of 
paragraph 8301(4)(@). 

Conditions referred to in subsection (9) 


(10) The conditions referred to in subsection (9) are as follows: 


(a) the contribution is made in 2008 or within 60 days after the end 
of 2008 (or within such longer period after the end of the year as is 
acceptable to the Minister); 


(b) the contribution is designated for the purposes of this subsection 
in a manner acceptable to the Minister; and 


(c) the amount of the contribution does not exceed the amount 
determined by the formula 


A-B-C 
where 
A is the lesser of 


(1) the total of all amounts each of which is the amount of a 
retirement benefit (other than a retirement benefit permissible 
under any of paragraphs (1)(@) to (e)) paid from the plan in 2008 
in respect of the account and included, because of 

paragraph 56(1)(a) of the Act, in computing the taxpayer’s 
income for the taxation year; and 


(ii) the amount that would, in the absence of paragraph (7)(d), 
be the minimum amount for the account for 2008, 


B is the minimum amount for the account for 2008, and 


C is the total of all other contributions made by the member under the 
money purchase provision at or before the time of the contribution 
and designated for the purposes of this subsection. 
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(3) If this Act is assented to after January 30, 2009, contributions 
made by a member of a registered pension plan, and credited to the 
member’s account under a money purchase provision of the plan, 
during the period that begins on March 2, 2009 and that ends on 
the day that is 30 days after the day on which this Act is assented to, 
are deemed for the purpose of subsection 8506(10) of the Income Tax 
Regulations, as enacted by subsection (2), to have been made on 
March 1, 2009, and not when they were actually made, except that 
the amounts so deemed shall not exceed the amount that would be 
determined in respect of the account under paragraph 8506(10)(c) 
of those Regulations, as enacted by subsection (2), if the value of C 
in the formula in that paragraph were nil. 
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Explanatory Notes 


Clause 1 
RRIF and variable benefit minimum amount rules — re-contributions 


ITA 
60.021 


New section 60.021 of the Income Tax Act (the Act) provides rules related 
to the 25% reduction, for 2008, in the minimum withdrawal amounts 
required under registered retirement income funds (RRIFs) and variable 
benefit money purchase registered pension plans (RPPs), as provided for 
in new subsection 146.3(1.1) of the Act and paragraph 8506(7)(0) of the 
Income Tax Regulations. The variable benefit rules allow money purchase 
benefits under an RPP to be provided in the same manner as is permitted 
under a RRIF, as an alternative to the acquisition of an annuity. 


In particular, new section 60.021 provides a deduction for certain 2008 
RRIF withdrawals and variable benefit payments that are re-contributed. 


ITA 
60.021(1) 


New subsection 60.021(1) of the Act specifies a special reading of clause 
60(/)(v)(B.2) of the Act for 2008. Paragraph 60(/) allows an individual to 
claim a deduction for qualifying payments to a registered retirement savings 
plan (RRSP), RRIF or RPP, to offset certain income inclusions, up to the 
limit set out in subparagraph 60(/)(v). Existing clause 60(/)(v)(B.2) includes 
for this purpose certain amounts received from a RRIF. Although payments 
to a RRIF by the annuitant are not generally permitted, subparagraph 
146.3(2)(f)(iii) of the Act allows such payments to the extent that they 

are described in subparagraph 60(/)(v). 


New subsection 60.021(1) provides that, for 2008, clause 60(/)(v)(B.2) 

is to be read as allowing the individual’s eligible RRIF withdrawal amounts 
and eligible variable benefit withdrawal amounts for the year within the 
meaning assigned by new subsections 60.021(2) and (3) to be included in 
the amount determined under that clause. For further detail, readers may 
refer to the commentary on new subsections 60.021(2) and (3) below. 
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If the legislation implementing these new measures receives Royal Assent 
after January 30, 2009, re-contributions made after March 1, 2009 and 

on or before the day that is 30 days after the legislation implementing these 
measures receives Royal Assent will be deemed to have been made on 
March 1, 2009. In effect, this means that re-contributions made pursuant 
to these new rules will be permitted until the later of March 1, 2009 

and 30 days after the legislation implementing these measures receives 
Royal Assent. 


ITA 
60.021(2) 


New subsection 60.021(2) of the Act describes a taxpayer’s eligible RRIF 
withdrawal amount for a taxation year in respect of a RRIF under which 
the taxpayer is the annuitant at the beginning of the taxation year. This 
provision is relevant for the 2008 taxation year. 


In most cases, the taxpayer’s eligible RRIF withdrawal amount is 
determined, under paragraph 60.021(2)(a), by the formula 


AD 


Variable A is the lesser of two amounts. The first amount is the total 
amounts received in 2008 out of or under the RRIF (other than as a 
transfer) and included, because of subsection 146.3(5), in computing 
the taxpayer’s income. The second amount is the minimum amount for 
the RRIF for 2008, determined without reference to the 25% reduction 
provided for in new subsection 146.3(1.1). 


Variable B is the minimum amount under the RRIF for 2008, 
determined after taking into account the 25% reduction provided for in 
new subsection 146.3(1.1). 


New paragraph 60.021(2)() will, however, apply instead of paragraph (a) 
for taxpayers who turned 70 years of age in 2007. New 

paragraph 60.021(2)(d) relates to the change in the RRIF conversion 

age from 69 years to 71 years introduced in Budget 2007. For taxpayers 
who turned 70 years of age in 2007, this provision ensures that the effect 
of the Budget 2007 measures, which reduced the minimum amount 

for 2008 to nil for such taxpayers and allowed for the re-contribution 

of excess withdrawals, are preserved. 
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ITA 
60.021(3) 


New subsection 60.021(3) of the Act describes a taxpayer’s eligible variable 
benefit withdrawal amount in respect of an account of the taxpayer under 

a money purchase provision of an RPP. This provision is relevant for the 
2008 taxation year. 


The taxpayer’s eligible variable benefit withdrawal amount is determined 
by the formula 


A-B-C 


Variable A is the lesser of two amounts. The first amount is, in general terms, 
the total variable benefit payments received in 2008 from the account and 
included, because of paragraph 56(1)(a), in computing the taxpayer’s 
income. The second amount is the minimum amount for the account for 
2008, determined without reference to the 25% reduction provided for new 
paragraph 8506(7)(d) of the Income Tax Regulations (the Regulations). 


Variable B is the minimum amount for the account for 2008, determined 
after taking into account the 25% reduction provided for in new 
paragraph 8506(7)(0) of the Regulations. 


Variable C is the portion of the taxpayer’s excess variable benefit payments 
under the money purchase provision that have already been re-contributed 
and designated for this purpose under new subsection 8506(10) of the 
Regulations. Variable C in effect prevents the taxpayer from re-contributing 
an excess variable benefit payment to an RRSP or RRIF to the extent that 
the taxpayer has already re-contributed the amount to the money 

purchase account. 


These amendments apply on Royal Assent. 
Clause 2 
RRIF minimum amount 


ITA 
146.3 


Section 146.3 of the Act contains the rules governing registered retirement 
income funds (RRIFs). 
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ITA 
146.3(1.1) 


Section 146.3 requires that payments be made each year from a RRIF 

that are not less than the minimum amount for the RRIF for the year. The 
minimum amount is defined in subsection 146.3(1), and is generally the fair 
market value of the fund’s assets at the beginning of the year multiplied by 
an age-based factor set out in the Income Tax Regulations. 


New subsection 146.3(1.1) provides that the minimum amount for a RRIF 
for 2008 is reduced by 25%. 


ITA 
146.3(1.2) 


New subsection 146.3(1.2) provides that the unreduced minimum amount 
for 2008 (i.e. before applying the 25% reduction provided for by new 
subsection 146.3(1.1)) continues to apply for certain limited relieving 
purposes. Specifically, the unreduced minimum amount will apply for the 
purposes of 


e the exemption from withholding tax on RRIF withdrawals up to the 
minimum amount; 


e the spousal attribution rules; and 


¢ non-resident withholding taxes. 


These amendments apply on Royal Assent. 
Clause 3 
Variable benefit minimum amount 


Ticks 
8506 


Section 8506 of the Income Tax Regulations (the Regulations) contains 
rules that apply to benefits provided under a money purchase provision 
of a registered pension plan (RPP). 


ITR 
8506(7) 


Paragraph 8506(1)(e.1) of the Regulations permits an RPP to provide, as an 
alternative to the acquisition of an annuity, retirement benefits to a member 
under a money purchase provision in the same manner as is permitted under 
a registered retirement income fund (RRIF). These benefits are referred to 
as “variable benefits”. 
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The amount of variable benefits payable each year from a member’s 
account must not be less than the minimum amount determined in 
accordance with the rules set out in subsections 8506(5) to (7) of the 
Regulations. Subsections 8506(5) and (6) provide rules for determining 
the minimum amount that are similar to the RRIF minimum amount rules. 
Subsection 8506(7) currently provides an overriding rule that sets the 
minimum amount at nil for calendar years that end before the member 
turns 72 years of age. 


Subsection 8506(7) is amended to move the existing rule into new 
paragraph (@), and to provide, in new paragraph (0), that the minimum 
amount for 2008 is reduced by 25%, consistent with the 25% reduction in 
the RRIF minimum amount for 2008, as provided for in new subsection 


146.3(1.1) of the Income Tax Act (the Act). 
This amendment applies on Royal Assent. 


PIG 
8506(9) and (10) 


New subsections 8506(9) and (10) of the Regulations provide rules to allow 
for the re-contribution of certain variable benefit payments to an RPP in 
cases where a member has received, in 2008, more than the reduced 
minimum amount. 


New subsection 8506(9) contains provisions that apply to contributions 
that meet the conditions described in new subsection 8506(10). 


e Paragraph 8506(9)(a) deems the contributions to have been made 
in accordance with the plan as registered, allowing the member to 
deduct them. 


e Paragraph 8506(9)(2) provides for the contributions to be disregarded 
for the purposes of paragraph 8506(2)(c.1) of the Regulations. That 
paragraph generally prohibits money purchase contributions after the 
member turns 71 years of age. 


e Paragraph 8506(9)(c) deems the contributions to be excluded 
contributions for the purposes of paragraph 8301(4)(a) of the 
Regulations, thus ensuring that they do not give rise to a pension 
adjustment amount for the member. 


New subsection 8506(10) sets out three conditions that a contribution 
must satisfy for subsection 8506(9) to apply. 
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First, the contribution must be made in 2008 or within 60 days after 

the end of 2008 (or within such longer period after the end of the year as is 
acceptable to the Minister). For this purpose, if the legislation implementing 
these new measures receives Royal Assent after January 30, 2009, 
re-contributions made after March 1, 2009 and on or before the day that 

is 30 days after the legislation implementing these measures receives Royal 
Assent will be deemed to have been made on March 1, 2009. In effect, 

this means that re-contributions made pursuant to these new rules will be 
permitted until the later of March 1, 2009 and 30 days after the legislation 
implementing these measures receives Royal Assent. 


Second, the contribution must be designated for this purpose in a manner 
acceptable to the Minister. 


Finally, the amount of the contribution must not exceed the amount 
determined by the formula 


A=-B-C 


Variable A is the lesser of two amounts. The first amount is, in general terms, 
the total variable benefit payments received in 2008 from the account and 
included, because of paragraph 56(1)(@) of the Act in computing the 
member’s income. The second amount is the minimum amount for the 
account for 2008, determined without reference to the 25% reduction 
provided for in new paragraph 8506(7)() of the Regulations. 


Variable B is the minimum amount for the account for 2008, determined 
after taking into account the 25% reduction provided for in new paragraph 
8506(7)(d) of the Regulations. 


Variable C is the portion of the member’s excess variable benefit payments 
under the money purchase provision that have already been re-contributed 
and designated for this purpose under this subsection. 


These amendments apply on Royal Assent. 
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